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DEPARTMENT OF DEFENSE AUTHORIZATION 
FOR APPROPRIATIONS FOR FISCAL YEAR 
2006 


WEDNESDAY, MARCH 16, 2005 

U.S. Senate, 

Subcommittee on Airland, 
Committee on Armed Services, 

Washington, DC. 

ARMY TRANSFORMATION AND THE FUTURE COMBAT 

SYSTEM 

The subcommittee met, pursuant to notice, at 9:30 a.m., in room 
SR-232A, Russell Senate Office Building, Senator John McCain 
(chairman of the subcommittee) presiding. 

Committee members present: Senators McCain, Sessions, Talent, 
and Lieberman. 

Majority staff members present: William C. Greenwalt, profes- 
sional staff member; Ambrose R. Hock, professional staff member; 
Gregory T. Kiley, professional staff member; Thomas L. MacKenzie, 
professional staff member; and Elaine A. McCusker, professional 
staff member. 

Minority staff members present: Daniel J. Cox, Jr., professional 
staff member; Peter K. Levine, minority counsel; and Arun A. 
Seraphin, professional staff member. 

Staff assistants present: Alison E. Brill and Pendred K. Wilson. 

Committee members’ assistants present: Cord Sterling, assistant 
to Senator Warner; Christopher J. Paul, assistant to Senator 
McCain; Arch Galloway II, assistant to Senator Sessions; Lindsey 
R. Neas, assistant to Senator Talent; Frederick M. Downey, assist- 
ant to Senator Lieberman; and William K. Sutey, assistant to Sen- 
ator Bill Nelson. 

OPENING STATEMENT OF SENATOR JOHN McCAIN, CHAIRMAN 

Senator McCain. Good morning. The Airland Subcommittee 
meets today to receive testimony on Army transformation and the 
Future Combat System (ECS). We divided the hearing into two 
panels. The first panel will testify on the budgetary aspects of 
Army transformation and will specifically discuss Army aviation 
modularity and ECS. 

Secretary Bolton and General Cody, welcome. Thank you for 
coming today. 

As we meet today, the Army has over 650,000 soldiers on Active- 
Duty who are deployed, stationed overseas, or securing the home- 

( 1 ) 
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land. We must ensure that our Armed Forces have the necessary 
personnel, training, and equipment to successfully accomplish their 
missions. 

The fiscal year 2006 Army budget requests $98.6 billion. It has 
not significantly changed from the 2005 appropriated levels. How- 
ever, the 2005 appropriated levels include the $57 billion for the 
Army in the fiscal year 2005 supplemental request. 

Additionally, the Army did not include all modularity costs in the 
2006 budget request. Of the $57 billion requested for the Army in 
the bridge supplemental, $12.8 billion is in the procurement ac- 
count and funds modularity force protection, recapitalization and 
equipment combat losses. 

This committee has jurisdiction over all of these areas, but, by 
funding these areas through supplementals, has little oversight. It 
is a concern to me. We would like to hear your views as to why 
you believe these costs should not have been budgeted in the fiscal 
year 2006 request. 

Over the past 2 years, the Army terminated two major programs, 
the Crusader field artillery system and the Comanche helicopter 
program. These programs were terminated to protect funding for 
the FCS and that is why we have to get the FCS program right. 

We will focus on the programmatic aspects of FCS in the first 
panel. We would be interested in hearing your views on the cost 
schedule and contractor performance of the FCS program and the 
rationale to restructure the program. 

Monday a Bloomberg News report indicated that the FCS pro- 
gram costs have increased to $133 billion, a 45-percent increase 
from its earlier estimate of $92 billion and the system will not be 
ready for combat until 2016, 4 years later than previously reported. 
I hope that our witnesses will be able to discuss that. 

FCS is of particular concern to me, especially the use of the 
Other Transaction Authority (OTA) as a contracting vehicle. That 
is why the FCS contract is the topic of the second panel. Secretary 
Bolton, thank you for sitting on the second panel. You will be 
joined by Paul Francis, Director, Acquisition and Sourcing Manage- 
ment of the Government Accountability Office (GAO); Dr. David 
Graham, Deputy Director of Strategy Forces and Resources Divi- 
sion for the Institute of Defense Analyses; and Ken Boehm, Chair- 
man of the National Legal and Policy Center. 

In 1989, Congress recognized that traditional Government con- 
tracts were not an effective mechanism for managing Defense Ad- 
vanced Research Projects Agency (DARPA) research projects. For 
this reason, we created a new type of agreement known as “other 
transactions” that would not be subject to the standard contracting 
requirements. At first limited to DARPA, section 845 of the Na- 
tional Defense Authorization Act (NDAA) for 1994 extended other 
transaction authority to prototype projects. 

Since the 1994 act, the Department of Defense (DOD) officials 
and industry have repeatedly requested that we extend “other 
transaction authority” to production contracts. Congress has con- 
sistently refused to do so because we have taken the view that with 
hundreds of millions of dollars or even billions of dollars at stake, 
the taxpayer needs the protections built into the traditional pro- 
curement system. I would be glad to hear from the witnesses if 
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they think there is something wrong with the traditional procure- 
ment system and if it needs to be modernized or updated. 

While we recognize that there may be need for continuing doing 
business with nontraditional contractors in the production phase of 
a program, we have preferred to address this issue through tar- 
geted waivers that are limited to those companies who need them. 

Now the Army has put forward a program that uses other trans- 
action authority for a $20 billion contract, a figure much greater 
than Congress intended and unprecedented. We look forward to 
your testimony and the testimony of the witnesses on the second 
panel regarding the appropriateness of using other transaction au- 
thority for a contract tMs size and whether the Army has included 
clauses that protect the Government’s interest. I look forward to 
your testimony. 

I want to thank Senator Lieberman for his leadership on this 
subcommittee and I know we will continue our bipartisanship that 
this subcommittee has enjoyed over the last 6 years. 

[The prepared statement of Senator McCain follows:] 

Prepared Statement by Senator John McCain 

The Airland Subcommittee meets today to receive testimony on Army Trans- 
formation and the Future Combat System (FCS). We’ve divided the hearing into two 
panels. The first panel will testify on the budgetary aspects of Army Transformation 
and we will specifically discuss Army aviation, modularity, and the Future Combat 
System. Secretary Bolton, General Cody, welcome. We thank you for coming. 

As we meet today, the Army has over 650,000 soldiers on Active-Duty who are 
deployed, stationed overseas, or securing the homeland. We must ensure that our 
Armed Forces have the necessary personnel, training, and equipment to successfully 
accomplish their missions. That’s what we are here for today. 

The fiscal year 2006 Army budget request of $98.6 billion has not significantly 
changed from fiscal year 2005 appropriated levels. However, the fiscal year 2005 ap- 
propriated levels include the $57.0 billion for the Army in the fiscal year 2005 sup- 
plemental request. Additionally, the Army did not include all modularity costs in 
the fiscal year 2006 budget request. 

Of the $57.0 billion requested for the Army in the bridge supplemental, $12.8 bil- 
lion is in the procurement account and funds modularity, force protection, recapital- 
ization, and equipment combat loses. This committee has jurisdiction over all of 
these areas but, by funding these areas through supplementals, has little oversight. 
This is a concern to me. We would like to hear your views as to why you believe 
these costs should not have been budgeted in the fiscal year 2006 request. 

Over the past 2 years, the Army terminated two major programs, the Crusader 
field artillery system and the Comanche helicopter program. These programs were 
terminated to protect funding for the Future Combat System. That is why we have 
to get the FCS program right. 

We will focus on the programmatic aspects of FCS in the first panel. We would 
be interested in hearing your views on the cost, schedule and contractor perform- 
ance of the FCS program and the rationale to restructure the program. Monday, a 
Bloomberg news report indicated that FCS program costs have increased to $133 
billion — a 45-percent increase from its earlier estimate of $92 billion — and that the 
system won’t be ready for combat until 2016 — 4 years later than previously re- 
ported. I’m not sure the Army can afford the FCS program as it is currently struc- 
tured. 

FCS is of particular concern to me, especially the use of Other Transaction Au- 
thority (OTA) as the contracting vehicle. That is why the FCS contract is the topic 
of the second panel. Secretary Bolton, thank you for sitting on the second panel. You 
will be joined by Paul Frances, Director, Acquisition and Sourcing Management, 
Government Accountability Office; Dr. David Graham, Deputy Director, Strategy, 
Forces and Resources Division, Institute for Defense Analyses; and Kenneth Boehm, 
Chairman, National Legal and Policy Center. 

In 1989, Congress recognized that traditional government contracts were not an 
effective mechanism for managing Defense Advanced Research Projects Agency 
(DARPA) research projects. For this reason, we created a new type of agreement, 
known as “Other Transactions,” that would not be subject to tbe standard con- 
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tracting requirements. At first limited to DARPA, section 845 of the National De- 
fense Authorization Act for 1994 extended “Other Transaction Authority” to proto- 
type projects. 

Since the 1994 Act, Department of Defense (DOD) officials and industry have re- 
peatedly requested that we extend “Other Transaction Authority” to production con- 
tracts. Congress has consistently refused to do so, because we have taken the view 
that with hundreds of millions or even billions of dollars at stake, the taxpayer 
needs the protections built into the traditional procurement system. While we recog- 
nize that there may be need to continue doing business with nontraditional contrac- 
tors in the production phase of a program, we have preferred to address this issue 
through targeted waivers that are limited to those companies who need them. 

Now, the Army has put forward a program that uses “Other Transaction Author- 
ity” for a $20 billion contract, a figure much greater than Congress intended and 
unprecedented. We look forward to your testimony and the testimony of the wit- 
nesses on the second panel regarding the appropriateness of using “Other Trans- 
action Authority” for a contract this size and whether the Army has included 
clauses that protect the Government’s interest. 

I look forward to your testimony. 

Before I turn this over to Senator Lieberman, I want to thank Senator Lieberman 
for his leadership on this subcommittee and hope to continue the bipartisanship this 
subcommittee has enjoyed over the past 6 years. 

[Additional information inserted for the record by Senator 
McCain follows:] 
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I would like to thank Chairman McCain and all the members of the Subcommittee for this 
opportunity to provide written testimony for the record. POGO commends the Subcommittee for 
holding hearings on contract reforms that have subjected taxpayer dollars to potential waste, fraud, 
and abuse, Undoubtably, the Druyun/Boeing tanker fiasco has created a real ground-swell in 
Washington circles to review conflict of interest and procurement integrity issues. As a result we 
have heard of unprecedented investigations by the Defense Criminal Investigative Service of senior 
procurement officials who have gone to work for defense contractors, as well as the creation of the 
“Procurement Fraud Working Group” by U.S. Attorney Paul McNulty. 

I am the Executive Director of the Project On Government Oversight (POGO) which 
investigates, exposes, and seeks to remedy systemic abuses of power, mismanagement, and 
subservience by the federal government to powerful special interests. Founded in 1 98 1 , POGO is 
a politically-independent nonprofit watchdog that strives to promote a government that is 
accountable to the citizenry. In the beginning, POGO (which was then known as Project on Military 
Procurement) worked to expose outrageously overpriced military spending such as the S7,600 coffee 
maker and the S436 hammer. After many successes reforming the military, POGO expanded its 
mandate to investigate systemic waste, fraud, and abuse in all federal agencies. 

This testimony combines our unique position in the defense and contract oversight program 
areas. In the recent past POGO has exposed problems with Department of Defense (DoD) weapons 
systems, problems with the revolving door between the federal government and its top contractors, 
and numerous problems by so-called procurement or acquisition “reforms,” including lack of 
competition, reduced oversight, and the elimination of transparency. 1 would specifically like to 
highlight two reforms that are very problematic: “commercial item” acquisitions and “other 
transaction authority” (OTA) - two contracting vehicles that are highly favored by government 
contractors. 

POGO is 1 00% behind the concept of the government buying truly “commercial” goods and 
services. The commercial marketplace provides genuine checks-and-balances and therefore 
provides competition and lower prices. The problem arises in instances when the government is 
stretching the definition of “commercial” to include non-commercial items. In such cases, checks- 
and-balances are missing, as well as the contracting controls that provide the government with the 
ability to protect taxpayer dollars. 

With regard to OTA, POGO concludes that their creation was based on a fallacy. Congress 
was lead to believe that hordes of “non-traditional” contractors who were afraid of government red- 
tape were clamoring to bring the government innovative good or services. OTA was created to 
welcome these new businesses into the government contracting fold. Well, the hordes never came. 
Instead, we are left with a system without contracting controls, and bi llions of dollars being awarded 
to'Traditional” contractors who were already selling goods or services to the government. Although 
government statistics show that a few “non-traditional” contractors have stepped forward, those 
same reviews indicate that as much as 97% of OTA funds are going to traditional contractors. 


1 
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“Commercial Items” 

Federal Acquisition Regulation (FAR) Part 12 governs the “Acquisition of Commercial 
Items” - items that are believed to be subject to competitive market forces. The purpose of such 
acquisitions is to reduce acquisition time, rather than paying contractors to develop unique items for 
the government’s use. “For example, contracting officials may reduce the time needed to solicit bids 
and award contracts by combining certain steps in the solicitation process, using streamlined 
evaluation techniques, and eliminating certain administrative requirements.”' The use of the 
“commercial item” contract vehicle is based on the premise that there is a “commercial” market for 
the desired goods or services.^ Unfortunately, DoD has stretched the definition of “commercial 
item” and even went as far as to permit the purchase of items that do “not meet the definition of 
“commercial item.”^ 

Problems with “commercial item” purchases, however, date back many years, A March 
1983 GAO report stated that “commercial item descriptions” (CIDs) were expected to maximize 
“the reliance on commercial packaging, packing, and marketing,”'' thereby increasing “competition 
and, as a result, decreasjing] costs.”^ GAO noted, however, that CID purchases require “established 
commercial market acceptability, using recognized industry standards, instead of Federal 
specifications or standards, when ever possible, and requiring manufacturers to certify that the 
products they are selling to the government are the same as those in the commercial market place.”'’ 

To encourage such deregulation contractors argued that a “commercial” market ensures 
reasonable pricing. In practice, however, there are many inherent problems created when the 
government purchases goods or services using the “commercial item” contract vehicle. Through 


' GAO, Federal Procurement: Federal Procurement Spending and Worltforce Trends, 
GAO/NSIAD-99-90, August 2003, at p. 17. 

^ 41 U.S.C. § 403(12) (defining “commercial item”). See 10 U.S.C. § 2376 (defining 
“commercial item”); FAR 2. 1 0 1 (b) (defining “commercial item”), FAR 1 2. 1 0 1 (a) (“Conduct market 
research to determine whether commercial items ornondevelopmental items are available that could 
meet the agency's requirements.”), and FAR 12.201 (“Public Law 103-355 establishes special 
requirements for the acquisition of commercial items intended to more closely resemble those 
customarily used in the commercial marketplace.”). 

^ DFARS 212.7002-1 (allowing “commercial item” contracts to be used for follow-on 
contracts after use of other transaction authority). 

' GAO, Assessment of the General Services Administration ‘s Use of Commercial Item 
Descriptions, GAO/PLRD-83-43, March 3, 1983, at p. 2. 


^ /d. at p. 1 . 
Id. at p. 3. 
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the Federal Acquisition Streamlining Act (FASA)’ and the Clinger-Cohen Act,* “commercially” 
available items are exempted from much procurement oversight, such as the Truth in Negotiations 
Act (TINA) regulations, Cost Accounting Standards (CAS), cost or pricing data requirements, and 
audit access for examination of contractor records by the GAO or defense auditing agencies.’ That 
problem is compounded by the government’s loose definition of "commercial," permitting “non- 
commercial items” to be labeled as “commercial items.” Similarly, items under the loose definition 
can be merely "of a type" sold to the public, rather than a product that actually is sold to the public. 

The DoD Inspector General (DoD IG) noted that the loose definition of commercial items 
"qualifies most items that DoD procures as commercial items," with the result that: "This opens up 
a major loophole for sole-source vendors to charge prices that cannot readily be evaluated for 
reasonableness. This concern will continue to grow as more companies merge and the aerospace 
industry becomes more of a sole-source environment."" 

For instance, the C-130J military transport aircraft has been sold to the government as a 
“commercial item.” While not a single sale was ever made to civilians, oversight was loosened. 
The DoD IG has stated: “The Air Force conditionally accepted 50 C- 1 30J aircraft at a cost of $2.6 
billion even though none of the aircraft met commercial contract specifications or operational 
requirements.”" The IG’s report also said: 

The commercial acquisition strategy was unjustified, the Air Force did not properly 
manage the program, and the Office of the Under Secretary of Defense for 
Acquisition, Technology, and Logistics did not provide effective oversight. The Air 
Force bought the C-130J as a commercial item needing minor modification, but in 
the 8 years since the Air Force began contracting for the C-1 30J, Lockheed Martin 
has been unable to design, develop, or produce a C- 1 30J aircraft that meets contract 
specifications. In addition, the Air Force did not determine whether the commercial 


’ P.L. 103-355, sections 8104 and 8203, October 13, 1994. 

* Clinger-Cohen Act of 1 996 (formerly called Information T echnology Management Reform 
Act (ITMRA), Division E, National Defense Authorization Act for FY 1 996 (P.L. 104- 1 06, February 
10, 1996). 

’See FAR 12. 102(f)(2) and 15.403-1. There is a debate over whether government audits can 
be conducted. A problem exists, however, because contractors supplying “commercial items” do 
not supply the government with cost or pricing data and therefore the auditors do not have data to 
verify. 


'“FAR 12.101 and DoD Directive 5000.2-R 3.3. 1.1 (“Commercial and Non-Developmental 
Items”). 

" DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
N000383-93-G-MIII, Report No. 98-064, June 24, 1998, at p. 14-15. 

DoD IG, Acquisition — Contracting for and Performance of the C-I30J Aircraft 
(D-2004-I02), July 23, 2004, at p. i. 
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version of the C-130J met the operational requirements before procuring the 
aircraft,'^ 

This “commercial” designation on the C-1 30J prompted Senator Tom Harkin (D-IA) in 1 997 
to fire off a letter of protest to Secretary of Defense William Cohen: 

How can Atlas rockets and C-130J aircraft be considered “commercial” items? 
Obviously, these are not items found in the commercial sector. More importantly, 
they are not items that are priced due to the forces of supply and demand. Items 
bought solely or primarily by the federal government should not fall under the 
“commercial” definition. 

With oversight regulations waived, the cost of wiring harnesses on the C- 1 30J increased by 
five times their original price after the aircraft was designated “commercial,” going from $91 to 
$453 . The GAO offered this spare part price-hike as a real-world example of the difficulty involved 
in making the transition from pricing goods and services based on costs incurred to an ineffective 
commercial model in which factors other than cost are the principal means used to establish prices.'"' 

Similar government attempts were made to classify the C-1 7 cargo plane as a “commercial 
item.” While at the U.S. Air Force, Darleen Dniyun was a staunch supporter of the December 2000 
proposal to acquire additional C- 1 7 cargo aircraft while sidestepping financial oversight for Boeing. 
While the acquisition proposal would have been a financial bonanza for Boeing, it would have 
ultimately put billions of taxpayer dollars at risk. By categorizing such an item as “commercial,” the 
government would have bypassed important pricing oversight controls that are only intended to be 
lifted for items that are truly “commercial” and whose prices are set by free market forces. A $232 
million outsize cargo carrier with 173,300 lbs. capacity is clearly not a mass-market item that is 
sufficiently affected by the free market. Many other "commercial items" are purchased by the 
public, but with such low frequency that prices are by no means determined by the free market. 

Generally, auditors are prevented from obtaining cost or pricing data on “commercial items." 
In a memorandum obtain by POGO, the extent to which contractors want to avoid showing cost data 
to government auditors is laid bare. In preparation for an Air Force visit, a Lockheed Martin official 
wrote: 


Attached is our proposed agenda for the C-130J. 

* * * 


Id. at ii. 

Statement for the Record, Henry L. Hinton, Jr., Assistant Comptroller General, National 
Security and International Affairs Division, General Accounting Office, before the House 
Committee on Government Reform, Subcommittee on Government Management, Information, and 
Technology, Federal Acquisition: Trends, Reforms, and Challenges, GAO/T-OCG-00-7, March 1 6, 
2000, at p. 10. 
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The cost information which we will agree to provide with the limited participation 
discussed last Friday is planned for the start of the second day. 

The limited attendance cost discussion will include you, Major Stockman, and Mr. 

Clark from your team. As discussed, our intent is to provide information needed for 
you to complete your assignment, with the agreement that it will only be used for this 
assignment, it will not be provided to DCMC or DCAA [Defense Contract 
Management Command or Defense Contract Audit Agency] , and you will control the 
information and only provide it to others with our concurrence. 

As I am sure you understand, we are not trying to hide anything, merely 
attempting to preserve the commerciality of the program.'* (Emphasis added.) 

One DoD auditor-turned- whistleblower who worked at the C- 1 30J plant in Marietta, Georgia, spent 
months researching the cost of the “J” model, but was frustrated by his attempts to determine an 
actual, and fair, price for the aircraft. The auditor, Ken Pedeleose, said in a report to Congress that 
in June 1995 when the government designated the C- 1 30J a “Regulatory Pilot Program,” it “lost all 
insight into the C- 130 operations.” 

In 2001, the DOD IG released a report that criticized the use of “commercial item” 
purchases, concluding: 

The Office of the Under Secretary of Defense for Acquisition, Technology, 
and Logistics and the Defense Advanced Research Projects Agency have made 
different attempts over the last 3 years to inappropriately use FAR Part 12 contracts 
to acquire applied research. The lack of a commercial market and established 
catalog and market prices for applied research, and difficulties in determining fair 
and reasonable prices for services that do not exist in the marketplace makes the use 
of commercial item contracts for applied research inappropriate.'* 

In 2000, Donald Mancuso, the DoD Deputy Inspector General, testified before Congress 
regarding the problem with “commercial item” purchases, stating; 

In early 1998, we began issuing a series of audit reports on prices paid for aviation 
spare parts and equipment. As you may recall from your hearings at the time and 
intermittent publicity since, we found that prices paid under new, commercial type 
contracting arrangements were considerably higher than was the case when the same 


'* Gene Elmore, Lockheed Martin, Memorandum to Col. Steve Busch, SAF/AQD, October 
21, 1998, at p. I. 

'* DoD IG Report, Use of Federal Acquisition Regulation Part 12 Contracts for Applied 
Research, Report No. D-200I-05I, February 15, 2001, at p. I. 
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items were procured previously under “traditional” Defense contracts or ordering 

agreements.'^ 

Before the curtain completely fell on access to “commercial” purchase data, the government 
was able to compare spare parts prices under the new “commercial item” designation to early data 
that had been supplied to the government. In its 1999 report, the DOD IG found that AlliedSignal 
had overcharged the government for spare parts by as much as 618%.'* The irony is that these parts 
were bought under the new, much-touted "commercial" price system promoted by the Clinton 
Administration and Congress. The only way that the outrageous overcharging came to light was 
because the government still had pre-FASA and pre-Clinger-Cohen Act data to compare the old 
prices with the new “commercial” prices. POGO suspects that the same overcharges would be 
revealed in current “commercial items” if government auditors have access to cost or pricing data. 

According to the January 1999 investigation by the DoD IG:'" 

■ The government "paid Allied prices that were higher than fair and reasonable in FYs 

[Fiscal Years] 1996 and 1997 when compared to the noncommercial prices paid to 
Allied in previous years." The parts included items such as gearshafts, wheels, nuts, 
bearings, seals, filters, and valves. 

• The Defense Department "paid a 54.5 percent premium for commercial parts from 
Allied" - in other words, were overcharged by more than 50%. 

• For parts that AlliedSignal did not even make itself, but merely bought from original 
manufacturers or dealers and then sold to the government, some items were variously 
marked up by as much as 294%, 325%, and 61 8%. 

• The Defense Department paid an even higher average markup in Fiscal Year (FY) 
1997 (60.1%) than it did in FY 1996 (45.8%). It appears that in this case an 
Acquisition Reform "learning curve" is not being realized. 

• Defenders of the acquisition system argue that the government paid higher prices 
because the prices included more stocking services - but the Defense Department 
failed to use the services. 

The DOD IG report blacks out the names of specific spare parts that were grossly overpriced. 
Although contractors routinely claim such information is "proprietary," the real effect is that the 


Donald Mancuso, Deputy Inspector General Department of Defense, Statement made 
before the Subcommittee on Readiness and Management Support of the Senate Committee on 
Armed Services on Defense Acquisition, April 26, 2000, at p. 9. Hereinafter Mancuso Statement. 

'* DoD IG, Commercial Spare Parts Purchased on a Corporate Contract, Report No. 
99-026, January 13, 1999, p. 12. 

'"/rf. atp. I- 10. 
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public cannot easily find out how much they are overpaying for items they might recognize. 

The IG report on AlliedSignal followed 1 998 IG reports of overcharging under "commercial" 
contracts with Boeing and Sundstrand corporations. The earlier reports (see "Acquisition Deform: 
A Study in Hasty Deregulation," Project On Government Oversight Alert, October 1 997) found that: 

• Prices were inflated by more than 1,000 percent on a variety of spare parts. For 
example, the Boeing price for a commercially-available $24.72 "spoiler actuator 
sleeve" was $403.39 - a markup of 1,532 percent.™ 

• Sundstrand billed the government $6. 1 million for parts that were worth only $1.6 
million.^' 

• Boeing charged $5 million for parts that were worth $3.2 million in the competitive 
market.^^ 

• A contractor charged $76 for 57^ screws.™ 

• Another contractor charged $714 for an electric bell worth $46.68.™ 

The IG’s 1998 report found that higher prices were paid for "commercial" items than had 
been paid earlier because:™ 

• Although Acquisition Reform allowed the Sundstrand items to be purchased under 
loose "commercial" item rules, in fact "there was no competitive commercial market 
to ensure the reasonableness of the prices"; 


™ DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Parts, 
Report No. 98-088, October 13, 1998, at p. 17-18. 

™ DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
N000383-93-G-Min, Report No. 98-064, February 6, 1998, at p. 12. 


™ DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Parts, 
Report No. 98-088, October 13, 1 998, at p. 8. 

Department of Defense Authorization Ace for Fiscal Year 1999 Report on Authorizing 
Appropriations, Senate Armed Services Committee, Rpt. 105-189, and “U.S. Senate Panel Tells 
Pentagon to Stop Parts 'Pricing Abuses,' " Tony Capaccio, Bloomberg Business News . May 29, 
1999. 


DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
N000383-93-G-M111, Report No. 98-064, June 24, 1998, at p. 8. 
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• Sundstrand "refused to provide DLA [Defense Logistics Agency] contracting officers 
with 'uncertified' cost or pricing data for commercial catalog items"; 

• Items were defined as commercial as long as they were merely "offered for sale, 
lease, or license to the genera! public" (emphasis added); and 

• In the Boeing case, 

"contracting officers accepted Boeing commercial catalog prices as 
fair and reasonable without adequate support for price 
reasonableness, even when DoD was the 'primary' customer 
procuring significantly larger quantities than other commercial 
customers and there was no competitive commercial market to ensure 
the price integrity. The contracting officers made no attempt to exert 
the leverage that a major customer ought to be able to exert to 
negotiate significant discounts, as is common commercial practice."^'* 

The purchase of “commercial items” under FAR Part 12 is on the rise. Since FY 2000, 
contract award dollars and actions have been on tbe rise. According to GSA’s FY 2004 report, the 
government conducted 367,654 “commercial item” purchases totaling more than $50 billion.^’ In 
addition, “commercial item” purchases have increased in all categories. The chart below illustrates 
the increases in both government-wide and “commercial item” purchases. 



All Contracts^* 

“Commercial Items’’^’ 

Fiscal Year 

Dollars in 
Billions 

Actions 

Dollars in 
Billions 

Actions 

% of All 
Contracts 

2004 

$310 

1,661,506 

$50 

367,654 

16% 

2003 

$290 

1,006,919 

$62 

443,273 

22% 

2002 

$234 

672,171 

$47 

255,480 

20% 

2001 

$215 

563,014 

$40 

185,315 

19% 

2000 

$203 

519,780 

$31 

135,836 

15% 


DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Paris, 
Report No. 98-088, October 13, 1998, at p. 17. 

GS A, Federal Procurement Data System, Total Federal Snapshot Report, Actions Reported 
From October 1, 2003 to September 30, 2004, date generated January 17, 2005. 

GSA, Federal Procurement Data System, Total Federal Snapshot Reports FY 2000 through 

FY 2004. 

“W. 
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Not only is the increased use of the “commercial item” contracting vehicle troublesome, but 
the Acquisition Reform Working Group (ARWG), largely made up of defense contractors, stated 
in its 2005 Legislative Agenda that it must continue to “push the envelop” regarding the 
government’s use of “commercial items” purchases. As may be expected, ARWG’s legislative 
agenda is complete with pro-contractor provisions that severely reduce or eliminate taxpayer 
protections - protections that allow agencies to oversee and audit government contracts. POGO’s 
preference is that the “commercial item” designation is only used for goods and services whose price 
is set by the genuine “commercial” marketplace. 

Other Transactions 

“Other transaction authority” is a term commonly used to refer to the DoD’s authority to 
enter into transactions (OT agreements) other than contracts, grants or cooperative agreements.^” 
DoD has temporary authority to award such agreements in certain circumstances for basic, applied, 
and advanced research projects.”' Its authority was expanded to allow the Director, Defense 
Advanced Research Projects Agency (DARPA), to enter into OT agreements to carry out prototype 
projects that are directly relevant to and weapons or weapon systems proposed to be acquired or 
developed by DoD.”” OTA is a customized agreement rather than contracts that can be specifically 
tailored based on the government’s needs.”” The inherent problem, however, is that rather than the 
government controlling what it needs, the OTA contractors are placed in the powerful position of 
saying “here’s what we will do for you.” 

"Other Transactions" acquisitions generally are not subject to the federal laws and 
regulations governing procurement contracts. Therefore, OTA is exempt from the usual contracting 
controls and oversight mechanisms set forth in contracting statutes, the FAR (in particular Truth in 
Negotiations Act (TINA) regulations and Cost Accounting Standards (CAS), DEARS, audit access 
for examination of contractor records by the GAO or defense auditing agencies, and Small Business 
Act requirements for small business participation.”^ Mirroring the intended reasons behind 
“commercial items,” OTA was created to lure non-traditiona! defense contractors to bring innovative 


”“ lOU.S.C. § 2371(a). 

”' DoD Annual Report on Cooperative Agreements and Other Transactions Entered into 
During FY2002 C/nder 70 1/502377, no date provided, at p. 1. 

”” Mancuso Statement, at p. 15. 

”” Congress has granted the Department of Homeland Security, NASA, and the Department 
of Transportation with OTA. 

”■* Statement of Eleanor Hill, Inspector General Department of Defense, For the 
Subcommittee on Readiness and Management Support Senate Committee on Armed Services 
On Acquisition Reform in the Department of Defense, March 17, 1999, at p. 16. Hereinafter Hill 
Statement. 


9 



15 


ideas to the govemment.^^ The numbers do not support the government intent, however, with 72% 
of the research and 97% of the prototype OTA funding going to traditional DoD contractors in the 
late-1990sl'' Now we are hearing a new explanation for OTA - that the primary benefit to 
contractors is that they can fully protect their intellectual property rights. In addition to the 
elimination of contracting controls, the companies that enter into OT agreements retain their ability 
to make a dollar from programs that were funded by Uncle Sam. 

Soon after DoD started using OTA, the DOD IG began documenting problems with those 
acquisitions. In 1998, the DOD IG reported on problems for 28 OT agreements awarded by 
DARP A.” One recommendation was for better monitoring of the actual costs against the funds paid 
and inconsistencies with audit provisions.^* One year later, the IG reiterated concerns with OTA, 
stating: 


DoD officials did not receive adequate expenditure reporting needed to monitor 
“Other Transaction” efforts, did not adjust milestone payments when needed, 
forfeited interest, and did not receive final research reports. The underlying causes 
were the lack of management guidance, and a lack of quantifiable performance 
measures to assess costs and benefits. The Department has issued additional 
guidance, but establishing the performance measures has been difficult for the 
Department. 


♦ ♦ ♦ 

Given the inapplicability of traditional controls to “Other Transactions,” we 
believe that if this authority is extended to billion dollar production runs of 
equipment, additional scrutiny of pricing for sole-source items will be needed to 
protect DoD and taxpayer interests. In these cases, the Department should require 
access to cost or pricing data, plus audit access for the Defense Contract Audit 
Agency, in order to ensure fair prices.’’ 

In 2000, the DoD Deputy IG Donald Mancuso pleaded with Congress to reign in OTA, 
testifying that “Congress may consider legislative proposals for other transactions this year. Given 
the inapplicability of traditional controls to other transactions, any expansion of the authority for 


” Under Secretary of Defense for Acquisition, Technology, and Logistics, “Other 
Transactions ” (OT) Guide for Prototype Projects, January 200 1 , at p. 11. 

’’ Mancuso Statement, at p. 15. 

” Hill Statement at p. 17. 

atp. 16-17. 

”/t/, atp. 18-19. 
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other transactions should provide the needed protections both for the Department and the American 
taxpayers.”'"’ 

Two major DOD acquisitions have come under OTA status: missile defense and Future 
Combat Systems (FCS) programs. As stated above, these programs are shielded from normal 
contract oversight mechanisms and proceed virtually unregulated. The real issue is what are we 
getting for our dollar. 

On January 2, 2002, Secretary of Defense Rumsfeld issued a memorandum regarding the 
direction of the missile defense program. That memorandum included a directive stating that “to 
encourage flexibility acquisition practices, I delegate to the Director, MDA, authority to use 
transactions other than contracts grants, and cooperative agreements to carry out basic, applied, and 
advanced research.”'"’ 

In 2002, DARPA started awarding “other transactions” for development work for the Future 
Combat Systems (FCS) program. Although only $20 billion awarded, the total value of the FCS 
program is believed to run as high as $120 billion. That makes the FCS program the largest OTA 
purchase to date. Array officials have countered by claiming that FAR provisions apply to the FCS 
program. That statement is misleading in the sense that OTA is not subject to the FAR. Last year, 
however, DoD finalized FAR-like regulations for “other transactions” for prototype projects, 
although none of those regulations offered oversight controls that protect federal funds (I'.e., TINA 
and CAS). 

POGO is concerned that both the missile defense and FCS programs are ripe for abuse and 
the use of OTA truly eliminates protections of hundreds of billions of taxpayer dollars. The OTA 
mechanism waives many of the financial oversight requirements of typical contracts for goods or 
services with the aim of attracting so-called non-traditional" defense contractors. "Other 
transactions" allow contractors to avoid taxpayer protections and transparency requirements in the 
contract statutes and regulations, which provide protections to ensure fair and reasonable 
procurement prices. OTA, however, is exempt from those protections and can exempt a defense 
contractor from undergoing government audits or providing the federal contracting agency and 
government auditors with access to the contractor's pertinent records. 

RECOMMENDATIONS 


“Commercial Items 

1 . Restore the definition of "commercial items" to those actually sold to the general 
public in significant quantities, rather than the current loosened definition: an item 
not necessarily sold to the public, but merely "offered for sale," or "of a type" offered 


Mancuso Statement, at p. 16-17. 

Secretary of Defense Donald Rumsfeld, Memorandum for Deputy Secretary of Defense 
Secretaries of the Military Departments el al.. Missile Defense Program Direction, January 2, 2002, 
attachment at p. 2. 
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for sale. Today, some "commercial items" never actually experience sales to the 
public, allowing the defense contractors that produce them to charge exorbitant 
amounts while pretending that a competitive commercial market is keeping prices 
in line. Such items should not be exempt from the usual oversight (TINA and CAS); 
and 

2. Stop the proposed rule on use of Time and Material and Labor Hour (T&M and LH) 
contracts using so-called "commercial item" FAR Part 12 provisions. This attempt 
is just another way of reliving contractors from oversight on flexibly-priced 
contracts. Ti&M and LH contracts could still be used, but they would have to include 
traditional oversight clauses, which FAR Part 12 prohibits. 

Other Transactions: 

1. Restore the original intent to bring innovations to the public from non-traditional 
government contractors, rather than throwing billions of dollars with no oversight 
controls to the government’s top vendors (/.e., prohibit any contractor who has 
accepted a FAR contract from being eligible to receive an OTA); and 

2. Renegotiate such agreements under contracting vehicles that provide taxpayer 
protections (i.e., FAR Part 15). 

General Contract Reforms: 

1 . Increase competition - especially for Indefinite Deli very /Indefinite Quantity (ID/IQ) 
contracts (e.g., GSA schedules, Govemmentwide Acquisition Contracts (GWACs), 
and other multi-agency contracts); 

2. Increase oversight for flexibly-priced contracts (e.g . , cost-reimbursement contracts, 
incentive-type contracts, and T&M and LH contracts); and 

3. Increase transparency - by requiring all opportunities (unless there is a security 
exception), and regardless of how phrased (e.g., contracts, orders. Blanket Purchase 
Agreement (BPAs), task or delivery orders under schedules GWACs, etc.) to be 
posted to Fed Biz Ops. 
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DEPARTMENT OF DEFENSE 
OFFICE OF FREEDOM OF INFORMATION AND SECURITY REVIEW 
1 155 Defense Pentagon 
Washington, DC 20301-1 155 


Ref: 05-F-0830 

Mr. Scott Amey fco Q 1 2005 

Project on Government Oversight 
666 Eleventh Steet, NW, Suite 500 
Washington, DC 20001-4542 

Dear Mr. Amey: 

This is in response to your December 21, 2004 Freedom of Information Act 
request. We received your request on January 4, 2005. This also refers to your 
supplemental request of January 7, 2005. 

Please find enclosed the records you requested which we are providing to you in 
their entirety. The records consist of three Excel spreadsheets for fiscal years 2002, 2003, 
and 2004, containing contract actions where the “Commercial Item” field was coded as 
“Y” and with a dollar value equal to or greater than five million dollars. This information 
was extracted by the Defense Manpower Data Center from the Defense Contract Action 
Data System. 

There are no assessable fees in this instance. 

Sincerely, 


C.Q. Talbott 
Chief 



Enclosure 

Commercial Contract Items (CD) 
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t 

Project On G -e V e r n m e n t O v e r s i .g h t 
V. W a t c 'h d o g since 1981 ‘ ” 


December 2 1 , 2004 

Department of Defense 
Mr. James Hogan 

Office of Freedom of Information/Security Review 
Room 2C757 
1 155 Defense Pentagon 
Washington, D.C. 20301-1155 

Re: Freedom of Information Act Request 

Dear Mr. Hogan: 

I am making this request under the Freedom Of Information Act (“FOIA”), 5 U.S.C. § 5 52. 
Please provide a list of all goods and services that have been designated as commercial items 
under federal laws and regulations, including but not limited to lOU.S.C, §2375 etseq., 41 
U.S.C, § 264 et seq., 48 C.F.R. § 12.000 et seq., FAR Parts 2.101 and 12,000 et seq., and 
DFARS 12.1 et seq. 

I request a waiver of all costs associated with fulfilling this submission pursuant to 5 U.S.C. 
§ 552(a)(4)(A)(iii). Disclosure of the requested records will further the “public interest 
because it is likely to contribute significantly to public understanding of the operations or 
activities of the government and is not primarily in the commercial interest” of POGO. 
Specifically, POGO intends to use the requested records to highlight the government’s use 
of the commercial item designation to contribute to public understanding of the how the 
government buys goods and services. 

POGO investigates, exposes, and seeks to remedy systemic abuses of power, 
mismanagement, and subservience by the federal government to powerful special interests. 
Founded in 1981, POGO is a politically-independent, nonprofit watchdog that promotes a 
government that is accountable to the citizenry. POGO disseminates information about its 
activities to thousands of concerned citizens, policymakers, and the media via email, direct 
mail, and its web site http://www.pogo.org, which receives over 500,000 hits monthly. The 
information provided by the agency will be used for the following activities: publication by 
email and on our website; publication in reports and newsletters issued by POGO; 
publication in the newsletters of affiliated nonprofit organizations; efforts to educate 
Congress, the Executive Branch, and other policymakers in Washington, DC; or 
investigational projects conducted in conjunction with the news media. 

If this request is denied in full or in part, please cite the exemptions pursuant to 5 U.S.C. § 


666 Eleventh Street, NW, Suite 500 • Washington, DC 20001-4542 • (202) 347-1122 
Fax: (202) 347-1 116 • E-mail: pogo@pogo.org • http://www.pogo.org 
POGO is a 501(c)3 organization • Printed on Recycled Paper 
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552(b) that justify the denial. If an exemption applies, however, please consider exercising 
the agency’s discretionary release powers to disclose the records. Additionally, please 
release all reasonably segregable portions of the records that do not meet an exemption. 

I look forward to your response within 20 days of the receipt of this request, unless, in the 
case of “unusual circumstances,” the time limitation is “extended by written notice.” I am 
aware that I have a right to appeal if this request is wholly or partially denied or if the agency 
fails to respond within 20 days, and that, if successful, a federal district court may assess 
“reasonable attorney fees and other litigation costs.” 5 U.S.C. § 552(a)(4)(E). 

Please contact me if this request requires further clarification. Thank you for your prompt 
attention to this matter. 


Sincerely, 



General Counsel 
scott@pogo.org 
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LOCKHEBD 


M A B T 1 N 



Memorandum 


Date: 21 October 1998 

To: Coi. Sieve Busch, SAF/AQD 

Frairu Gene Bmcre 


Attached is our proposed agenda for the C-130J Review here in Marietta next week. 
We have inducted your requested topics, Including those programmatic issues which 
affect them, starling the afternoon of the first day. 

The cost infoimation which we will agree to provide with the iirrutad partlcipafion 
discussed last Friday Is planned for start of the second day. 

The Timited attendance cost discussion will tndude you. Major Stockman, and Ur. Clark 
l^m your team. As discussed, our intent is to provide infoirnafion needed for you to 
sompiete your assignment, urith the agreement (hat it will only be used for this 
assignment, it will not be provided to DCMC or DCAA. and you will control the 
information and only provide H to others with our conourrence. 

As I am sure you understand, We are not bying to hide anyihing, merely attempting to 
preserve the eommerdafity of the program. 

We believe the foots will show that the oommerdai Item contract Is a very good deal for 
the USG, and we hope that the program issues discussions will result In a wIrt/win way 
forward for the USAF and Lockheed Martin. 

I would appredate your comments on die proposed agenda. I also .need insight into 
Mrs. Druyun's plans for Friday so we can finalize that portion of the agenda. 

Gene Elmore 

Vice Presidsnt- Hercules Programs 


Attachment 



73 



Testimony 


Statement for the Record 
Robert J. Lieberman 
Deputy Inspector General 
Department Defense 
to the 

Subcommittee on Technology and 
Procurement Policy 

House Committee on Government Reform 
on 

The Services Acquisition Reform Act (SARA) of 2002 


Hearing Date: March 7, 2002 


Report No. D-2002-064 


Department of Defense 
Office of the Inspector General 


Quality 


Integrity 


Accountability 
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IN8PECT0FI GENERAL 
DEPABTMENT OF DEFENSE 
400 ARMY NAVY DRIVE 
ARLINQTON. VIRQINIA S2202-4704 


NAR l2 2SDe 

Honorable Tom Davia 
Chairman, Subcoinnlttee on 

Technology and Procurement Policy 
Conmlttee on Government Reform 
House of Representatives 
Washington, D.C. 20515>6142 

Dear Mr. Chairman: 

This letter provides our views on the legislation "Service 
Acquisition Reform Act,' HR 3832. During the hearing on March 7, 
2002, the chair agreed to the request of the Honorable Jim Turner, 
RanScing Member, to Include the comments of this office in the 
hearing record. 

The Department of Defense procurement system is the largest 
in the world with $175 billion of acquisitions in fiscal year 2001. 
The acquisition process has been greatly improved by reform 
legislation since 1994, but the Implementation of those chemges is 
still Inconplete. The pace and effectiveness of implementation 
have been hanpered by a variety of factors, incliuiing inadequate 
training. Nevertheless, we believe that the reform legislation of 
the 1990' s has provided the Department with powerful tools and 
authorities to litprove acquisition performance and their positive 
effect should become more evident over the next several years. 

He welcome your Interest in the acquisition of services, 
which is an area that receives far less oversight than does the 
procurement of equipment and Supplies, in the Department of 
Defense, which purchases over $S6 billion of services annually, 
the services segment of the acquisition program could easily be 
considered to be one of the largest Federal acquisition efforts 
in its own right. Our audits have consistently indicated 
problems across the spectrum of requirements determination, 
procurement strategy, market survey, price analysis, and contract 
administration. The root causes of those deficiencies, in our 
view, lie much more in training and staffing than In flawed or 
excessive laws and regulations. This general view contributes 
to our concern about several provisions in HR 3832. 

He are especially concerned about the proposed broeidenlng 
of the definition of commercial items, which likely would lead 
to Increased contract risk and higher costs, not the efficiencies 
that are Intended. Our reservations about individual sections 
and, in some cases, suggestions on how to Inprove them are 
spelled out in the enclosed comments for your consideration. 
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If you have any questions regarding this matter, 
please contact me or Hr. John R. Crane, Director, Office 
of Congressional Liaison, at (703) 604-8324. 


Sincerely, 



Robert J. Liebennan 
Deputy Inspector General 


Enclosure 

cc: Honorable Jim Turner 

Ranking Minority Member 
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Inspector General, Department of Defense, Comments on the 
Service Acquisition Reform Act (HR 3832) 


Section 103 and 104. Government Industry Exchange Program and 
Reimbursement of Costs . Sections 3702 and 3703 would permit 
Government employees, at the GS-11 level, or an equivalent 
level, working in the field of Federal acquisition or 
acquisition management, who are considered exceptional 
performers by their employers, to be detailed to private sector 
organizations. The period of such details would be one year 
and could be extended for one year. In the case of the agency 
employee, there would be a requirement for the agency employee 
to serve in the civil service, upon completion of the 
assignment, for a period equal to the length of the detail. 

We support the goal of promoting the exchange of expertise 
between the Government and private industry. However, we have 
concerns regarding the proposed initiative and urge that 
comments be sought from the Office of Government Ethics and 
Office of Personnel Management. 

Section 3704 allows the private sector to transfer or detail 
employees to the Federal Government while the employee continues 
to receive benefits from the private sector. The proposal will 
make the private sector employee subject to many ethics 
provisions. However, we believe the proposal should be modified 
to state that the private sector employees detailed to the 
Department cannot perform inherently Governmental functions such 
as policy making, supervision of government employees and 
acquisition. 


Section 107. Authorization of Telecommuting for Federal 
Contractors . This section would allow telecommuting by 
contractor personnel while working on a Federal contract. 
We are not opposed to this section; however, we were not 
aware of any current prohibition on telecommuting by 
contractor personnel and therefore question the need 
for this provision. 


Section 202. Increased Role for Defense Contract Management 
Agency (DCMA) . This section would require the Under Secretary 
of Defense for Acquisition, Technology, and Logistics to review 
the feasibility of establishing the Defense Contract Management 
Agency (DCMA) as the primary organization responsible for 
performing contract management services on DoD base operating 
service contracts in excess of $5 million. 

We do not support the proposed change. The DoD previously 
studied the issue when DCMA was established in the early 1990s 
and concluded that base operating service contracts can best be 
administered by the contracting organization on the base, post. 
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camp, or station. In recognition of this fact, the Defense 
Federal Acquisition Regulation Supplement (DEARS) 242.202 
provides that contract administration functions for base, post, 
camp, and station contracts on a military installation are 
normally the responsibility of the installation or tenant 
commander. The local base commander should have the personnel 
responsible for management of the service contracts accountable 
to the commander to ensure good performance . We see no reason 
to revisit this issue. 


Section 204. Statutory and Regulatory Review . This section 
requires the Administrator of the Office of Federal Procurement 
Policy to convene another panel of acquisition experts to review 
statutes and regulations that hinder commercial practices and 
performance based contracting, and for the panel to report its 
findings within one year. While we support continuing efforts 
to promote acquisition reform, we question whether another panel 
is needed at this time, particularly given the breadth of the 
review conducted previously by the Section 800 panel. If this 
provision is pursued, at least two years should be allowed for 
the completion of a thorough review of all procurement statutes 
and regulations. Our recommendation, however, is to concentrate 
on previously initiated reform initiatives and not charter still 
another panel to revisit the same laws and regulations. 


Section 211. Payment Terms . This provision creates new payment 
provisions which differ from the Prompt Payment Act (PPA) . The 
PPA allows the government 7 days to review and return improper 
invoices and 30 days to make payment from the date the invoice 
is received (unless otherwise specified in the contract) . The 
proposal would create special provisions applicable only to 
service contractors. Given the payment requirements of the PPA, 
as implemented by the Office of Management and Budget at 5 Code 
of Federal Regulations 1315.9, we recommend this section be 
revised to either be consistent with the PPA, or to specifically 
amend the PPA. Given the problems we have observed in numerous 
audits regarding compliance with the PPA and related payment 
problems by Defense activities, we do not support creating 
another set of PPA exceptions which are applicable only to 
service contractors . 

Paragraph (1) allows service contractors to submit bills 
electronically on a biweekly basis. The current requirement 
is to submit bills every 30 days. 

The DoD has over $56 billion of service contracts. If you also 
count research as service contracts, then there is an additional 
$21.5 billion. In FY 2001, DoD paid 11.1 million contractor and 
vendor invoices valued at $150 billion. If only half of these 
payments were affected by this provision, DoD would have to 
process an additional 5.5 million invoices and receiving 
reports. DoD would need to increase the number of acquisition 
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Staff reviewing invoices and receiving reports and financial 
staff reviewing, approving and paying the invoices. In the last 
decade the Defense Finance and Accounting Service (DFAS) has 
been reduced 37 percent, from 27,000 to 17,000 personnel and 
reversal of that trend would be difficult. Because of those 
staffing and processing costs, plus a cost due to accelerated 
Treasury outlays and related borrowing, the proposal is not 
revenue neutral . 

Further, the proposal does not address the requirement for 
Government activities to submit receiving reports (hand copy or 
electronic) to the finance office before payment and the effect 
of the receipt date in computing interest for late payments, and 
payment dates. If there is no requirement for verification of 
the receipt of goods and services, the invoice payments should 
be treated as contract financing payments and the date of 
Government receipt and acceptance of the service would no longer 
be used in computing payment due dates. We do not believe it is 
a good public policy to pay invoices before verifying the goods 
or services were received. 

Paragraph (2) requires that the date of the invoice shall be the 
date it is delivered electronically. Currently, under the PPA 
the date an invoice is received and date-stamped by the office 
designated in the contract to receive the invoice (designated 
billing office) is used as the invoice receipt date. Payment 
due dates are computed based on the later of the invoice receipt 
date, or the date the Government accepts performance of the 
service. The PPA requirements, as contained in 5 Code of 
Federal Regulations (C.F.R.) 1315.9 and Federal Acquisition 
Regulation (FAR) subpart 32.905, require the vendor to place a 
date on the invoice. They also require the designated billing 
office to date-stamp the invoice or use the transmission receipt 
date as the date of receipt. As mentioned above, we believe it 
is undesirable to modify payment dates by relaxing the 
requirement for the receiving report that the activity accepting 
the services must transmit to DFAS. 


Section 221. Increase in Authorization Levels of Federal 
Purchase Cards . This section would increase the micro-purchase 
threshold from $2,500 to $25,000 and is not limited by its 
terms to purchases made with Federal purchase cards. This 
provision is overly broad and, with respect to purchase cards, 
ignores the well documented problems with implementing the 
widespread use of cards for micro-purchases. We recently 
issued Report No. 2002-029 "Summary of DoD Purchase Card 
Coverage" December 27, 2001. The report covered the Purchase 
Card Program and identified systemic issues discussed in 382 
audit reports issued on the DoD Purchase Card Program from FY 
1996 through FY 2001. Systemic issues, defined as problems that 
were reported in 10 or more reports, included lack of account 
reconciliation and certification, administrative controls, 
management oversight, property accountability, separation of 
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duties, and training. In addition, our on-going review on 
controls over the DoD Purchase Card Program has identified the 
need to improve oversight and management controls. Improved 
controls are needed regarding selecting cardholders, assigning 
approving officials, setting of spending limits, transactions at 
"blocked" businesses to which charges are not authorized, 
purchases declined by banks, purchases made after card accounts 
were closed, and management of convenience checks. We plan to 
issue a report with these findings in April 2002. Consequently, 
we do not support increasing the authorization level until 
improved controls are in place for purchase cards and are 
effective in preventing misuse. 


Section 224. Architectural and Engineering Services . 

Section 224(a) would add a new paragraph to the definition of 
Architectural and Engineering (A&E) services to make it include 
"surveying and mapping." Section 224(b) would amend the FAR to 
include the new definition in section 224(a). Section 224(c) 
would increase the threshold for contracts set aside for small 
business for A&E services from $85,000 to $300,000. 

In FY 2001, DoD acquired $2.1 billion of A&E services. 
Architectural and engineering services are awarded using a 
unique process which usually results in an award to the highest 
qualified contractor. We do not understand the need for this 
change in section 224(a) because the definition of A&E services 
at 40 use 541 (3) (C) already includes surveying and mapping. 

We do not believe this amendment is necessary. 

There is also no reason to increase the threshold for small 
business set asides for A&E services. Current legislation 
provides the Secretary of Defense the flexibility to vary the 
dollar value threshold whenever needed to ensure that small 
business concerns receive a reasonable share of A&E services 
contracts. The section 800 Panel reviewed this statute and the 
dollar value threshold in 1992 and the drafters of the Federal 
Acquisition Streamlining Act also considered the need to revise 
the statute. They concluded that no change was needed because 
the Secretary of Defense already had adequate flexibility. We 
are not aware of any new circumstances that would justify 
revisiting those determinations. 


Section 301. Revisions to Share -in-Savinqs Initiatives . The 
section allows use of share- in-savings contracts for up to 
10 years and permits agencies to retain savings beyond the 
amount paid to contractors. The Clinger-Cohen Act previously 
authorized pilot share- in-savings programs for Information 
Technology projects. Because agencies get to retain funds saved 
and not paid to contractors, the proposal creates an environment 
for off budget financing of operations. The 10 -year length of 
the contract is unnecessary and may actually impede further 
savings . The periodic expiration of a service contract should 
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provide an occasion to spur competition and permit the 
CSovernment to obtain a better deal or better technology 
than offered by the incumbent. For example, by year 10 the 
technology offered by the incumbent can be 7 years out-of-date 
but still cheaper than the original Government operation. A 
10-year contract may provide little incentive for proposing 
significant improvements after the initial proposal to win the 
contract. We also have concerns because the DoD does not yet 
have the ability to determine the actual current costs of 
operations with any certainty. The contracting officer needs 
a good cost baseline for calculating improvements against which 
benefits can be calculated. Detennlning the cost of operations 
is why public/private competitions often require 2 or more 
years. Until the pilot programs currently authorized are 
completed, and lessons learned developed, we do not support 
the proposal . 


Section 302. Incentives for Contractor Efficiency . This 
section allows performance periods of 10 years for performance 
based service contracts. 

We do not support this section because it is unnecessary. The 
Department can already award multiple annual options if the 
contractor performance is adequate. The Government also 
possesses other tools to incentivize exceptional contractor 
performance, particularly in the award of incentive and award 
fee provisions. We do not believe further incentives are 
necessary. As mentioned in comments on section 301, the threat 
of competition and the contractor's desire for the Government 
to extend the contract through the exercise of options should 
be adequate incentives to spur contractor performance. 


Section 402. Authorization of Additional Contract Types in 
FAR Part 12 . This section would permit use of time-and- 
materials, and labor hour contracts for commercial item or 
services using Federal Acquisition Regulation (FAR) Part 12 
Commercial Item procedures. 

We are opposed to this section. Time and material, and labor 
hour contracts are the highest risk and least preferred contract 
types. Under these types of contracts, contractors have little 
incentive to control costs or increase labor efficiencies. In 
FY 2001, DoD had $4.8 billion of time and material and labor 
hour contracts. We believe the use of these types of contracts 
should be discouraged, not expanded. 

Inspector General, DoD, Report No. D-2000-100 identified a 
multitude of pre-award and post-award problems for service 
contracts because of poorly defined requirements on cost and 
time-and-material contracts. FAR Part 16 emphasizes that there 
is no positive incentive to the contractor for cost control on 
cost or time-and-materials contracts. As a result, these types 
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of contracts require a high degree of labor intensive 
surveillance and are more susceptible to cost growth. Of the 
84 cost and time-and-materials contracts reviewed, 25 percent 
of these actions experienced cost growth of $80 million and 
almost 70 percent of these actions had inadequate surveillance. 
Downsizing of the acquisition workforce and streamlining have 
created a need to do more with less, but this proposal would 
expand the use of time-and-materials contracts that will add 
contract surveillance workload to an already strained staff 
and would likely only increase problems. 


Section 403. Clarification of Commercial Service Definitions . 
This is a change in the definition of commercial items that 
would equate commercial services with commercial items. We 
oppose the change as it is unnecessary and confusing. 

The proposal would eliminate 41 USC 403 (12) (F) , which defines 
services as commercial items only if the services are offered 
and sold competitively, in substantial quantities, in the 
commercial marketplace and are based on established catalog 
or market prices for specific tasks performed under standard 
commercial terms and conditions. It could allow a contractor 
to claim any service, including research and development, as 
commercial if the contractor claims it plans to sell the service 
in the future to the public. 

Under the current statute, a determination must be made that the 
service is actually commercially available to the public. This 
is not a difficult test. The current definition of commercial 
services is a very reasonable definition with safeguards to 
prevent purchasing noncommercial services such as cleanup of 
radioactive waste by the Department of Energy or acquisition of 
never before performed applied research for the DoD. Inspector 
General, DoD, Report No. D-2001-051 "Use of Federal Acquisition 
Regulation Part 12 Contracts for Applied Research," February 15, 
2001, explains the above examples and shows why FAR Part 12 
contracts should not be used for acquiring military unique 
research and development. Pages 13, 14, and 15 of the report 
show why the Department will pay more for the same research 
including large profit rates. 

We also believe the proposed change is inappropriate because 
it attempts to graft commercial services to that portion of 
the commercial item definition which was enacted to apply to 
supplies. Services were specifically and separately defined 
at 41 USC 403 (12) (F), as what constitutes commercial services 
differs from supplies. We also oppose the change because the 
current definition regarding commercial services is more than 
adequate. It permits services which are sold competitively 
and for which a market price can be established to be treated 
as commercial services. This provision has permitted the 
Government to purchase a myriad of services as commercial 
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services. As discussed in Inspector General Report No. D-2001- 
051 {see above) , the General Accounting Office has given 
agencies considerable discretion in determining which services 
are commercial in nature. We oppose a change in the definition 
without some showing that the current definition is inadequate. 

In FY 2001 DoD acquired nearly $20 billion of commercial items 
and services. The Department's purchases of commercial items and 
services was $12.5 billion in FY 2000. The 61 percent increase 
in one year occurred with a relatively flat budget. 


Section 404. Designation of Commercial Business Entities . The 
proposal would allow a business entity that has 85 percent of 
its sales to non- government customers to consider any item or 
service it offers or sells to be a commercial item. 

We oppose the proposed change. As is the case with sections 402 
and 403, it is overly broad and would eliminate many essential 
safeguards for the taxpayer. The proposal would require the 
Government to consider many potentially military or government 
unique items or services as commercial items. The determination 
of whether an item or service is commercial or not would be 
based not upon whether the item is sold or offered commercially, 
but upon a ratio of commercial to non- commercial sales by the 
business entity. It would permit items which are clearly not 
commercial items, such as military unique spare parts, to be 
acquired as commercial items, with none of the current statutory 
or regulatory protections. Moreover, given the preference in 
FASA for purchases of commercial items, the proposal would 
require the acquisition of military or government unique 
products because they qualify as commercial items according to 
the criteria in the proposed definition. The Government would 
have no option to purchase the items using other acquisition 
methods . 

The proposal also would allow contractors to manipulate what 
is considered a commercial item by creating or reorganizing 
business entities or allocating contracts to different business 
entities in order to obtain commercial item status for what are 
actually military unique products. For example, a company could 
create a business entity which is responsible for manufacturing 
all of its commercial and military aircraft. If the commercial 
aircraft sales account for more than 85 percent of the entity's 
sales, the Government would be required to acquire military 
unique aircraft, as a commercial item. We strongly oppose any 
proposal which would permit the determination of what is a 
commercial item to be based upon realignments of contracts and 
organizational structures, which could be done solely for the 
purpose of limiting Government oversight. We believe the 
Congress used the appropriate criteria when it created the 
commercial items preference, by requiring agencies to look to 
the commercial marketplace to see whether an item is, will, or 
is intended to be offered to the general public. The 
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determination is based upon market research, not upon an 
arbitrary ratio of commercial to non- commercial sales. 

The proposal is drafted in such a manner that contractors could 
make almost any contract for military unique items or services 
exempt from oversight and the traditional safeguards that 
Congress intended. A contractor can reorganize or reallocate 
its contracts initially or annually so that the large contracts 
for research or production of items would have to be acquired 
under FAR Part 12 . Once a contractor has sold an item as a 
commercial item, it will likely argue the designation cannot be 
changed. 

We are unaware of any empirical data demonstrating that lower 
contract prices or better products and services should result 
from the "commercial business entity" approach. 

Because of the TINA, the statutory prohibition on unallowable 
costs, and audit access to records, DCAA audits saved the 
Government $3.2 billion in FY 2001 because they precluded 
overpricing on contracts for military unique items. The risk 
is substantial that, by revising the commercial definition to 
include a business entity with 85 percent commercial work, the 
Government will pay more because we cannot use the established 
safeguards. Contracts for which cost or pricing data is 
required and contracts subject to the Cost Accounting Standards 
(CAS) have been reduced by legislative changes in the 1990s. We 
support adopting reasonable commercial approaches when there is 
a healthy competitive marketplace. However, when buying unique 
military weapons from a few dominant suppliers, we must 
recognize that we cannot rely on competitive market forces that 
do not exist. In the absence of market forces, any prudent 
buyer, public or private, would want objective verification that 
what is paid is reasonable. In those circumstances, the 
Department, entrusted with billions in taxpayer dollars, has a 
clear obligation to act as an "informed consumer" to the 
greatest degree possible. 

Also, even on large contracts that often exceed $1 billion, 
such as military fighter aircraft acquisitions, many components 
or services for the end item could become commercial items under 
this legislative proposal. This is because many components are 
acquired through intra-company transfers or purchases from 
various business entities. The company can put all components 
or services for the aircraft into a business entity that meets 
the criteria in the proposed definition and the Government will 
lose access to cost data for the items. 

The proposal may also give a contractor that has been determined 
to have a commercial business entity an unfair competitive 
advantage over other contractors. FASA and FAR 12.101(b) 
require agencies to acquire commercial items or nondevelopmental 
items when they are available to meet the needs of the agency. 

If the proposed definition of a business entity is adopted, a 
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commercial entity would be awarded contracts and subcontracts 
merely because it offers the only "commercial item" meeting the 
buyer's needs. Alternative sources that do not meet the sales 
criteria in the proposed definition of a "commercial entity," 
could not compete. 

Another reason for caution is that several recent audits have 
shown that industry, with lax oversight from the Department, 
has at times insisted that military unique items be acquired 
as commercial items. Higher costs resulted. Inspector General, 
DoD, Report No. D-2001-129, "Contracting Officer Determinations 
of Price Reasonableness When Cost or Pricing Data were Not 
Obtained," May 30, 2001, shows examples of overpricing on pages 
5, 6, 10, 11, and 17 where contractors improperly claimed 
commercial item designations for military unique items acquired 
on a sole -source basis. For example, page 17 shows how the 
price of a military unique item for the F-14 Tomcat wing 
fuselages increased from $55 to $800 (1,454 percent) because the 
contractor claimed the item was commercial and refused to 
provide cost and pricing data. Yet, the DoD is the only buyer 
for this item. Overall, the report identified $23 million of 
overpricing on 52 contracts. The proposed change would 
legitimatize overpricing by eliminating the current safeguards 
to prevent and identify overpricing. In addition. Inspector 
General, DoD, Report No. D-2001-051, discussed in Section 403, 
shows why FAR Part 12 contracts should not be used for acquiring 
military unique research and development. 


Section 405. Continuation of Eligibility of Contractor for 
Award of Information Technology Contract after providing Design 
and Engineering Services . This section states that a contractor 
that provides architectural design and engineering services for 
an information technology program is not, solely by reason of 
having provided the services, ineligible for award of a contract 
for procurement of information technology under that program or 
for a subcontract under such a program. This provision would 
change FAR Part 9.5's organizational conflict of interest 
provisions for service contractors. FAR Part 9.5 addresses the 
legitimate needs of the Government to preclude conflicts of 
interest. It also provides agencies adequate flexibility by 
permitting conflicts to be waived if in the Government's best 
interest. The proposal treats information technology contracts 
different for no apparent purpose and creates an unnecessary and 
inappropriate exception to existing organizational conflict of 
interest policies. Because of those concerns, we do not support 
this section. 


Section 406. Commercial Liability . This section mandates that 
contracts for the acquisition of services or property contain 
provisions that bar payment of consequential damages "in cases 
of contractor liability with respect to the contract" and limit 
"direct damages in case of contractor liability with respect to 
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the contract...not [to] exceed the cost of the service that was 
not performed or the product that was not delivered...." 

We oppose the provision. There is no definition of direct or 
consequential damage, nor a definition or description of what 
"with respect to the contract" means. Parties to contracts 
need to know precisely their respective obligations and 
liabilities. Contractors need such information in order to 
purchase adequate insurance to cover potential liabilities. 

We oppose the bar to payment of consequential damages "with 
respect to the contract" as it is unclear whether contractors 
will be exempt from consequential damages only with respect to 
the Government, or also to third parties who may be injured as 
a result of negligence or malfeasance by the contractor or its 
employees in performance of the contract. The Government should 
be able to pursue consequential damages which result from a 
contractor's negligence or failure to perform. The provision 
might bar the Government from establishing liquidated damages 
which are based upon consequential damages from a contractor's 
failure to adequately perform. In some family quarters 
maintenance contracts, for example, a contractor must repaint 
a set of vacated family quarters within two days or it will be 
assessed liquidated consequential damages for each additional 
day the quarters are not available for occupancy. The 
consequential damages are based on the government's costs to 
house a service member on the local economy. These damages 
provide an incentive (and penalty) for the contractor to 
complete the painting on time. We also oppose the limitation on 
direct damages to the cost of the services not performed or the 
product not delivered. The government's damages should not be 
so limited. A contractor might refuse to perform, and the 
government's recovery would be limited by the proposal's damages 
cap, irrespective of the additional costs to the government in 
obtaining another contractor to perform the function at the last 
moment . 

We believe this provision does not provide an incentive for 
quality performance by service contractors. We also question 
why legislative relief is necessary, as there is case law 
regarding a contractor's liability for damages, to include 
consequential damages. To the extent necessary, contractors 
can continue to protect themselves through the purchase of 
insurance . 


Section 503 and 504. Certain Research and Development by 
Civilian Agencies and Authority for Carrying Out Certain 
Prototype Projects . These sections authorize civilian agencies 
to use other transaction authority for research and prototypes. 

The Department of Defense has had authority to use other 
transaction authority for basic, applied and advanced research 
since 1989, and for prototypes since 1994. The purpose of other 
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transactions was to attract nontraditional Defense contractors 
who had research or promising technologies of value to the 
military, and who did not want to enter into a FAR contract, 
cooperative agreement or grant. Consequently, the other 
transaction, which bypasses many federal statutes and 
regulations, was authorized to give the Department additional 
flexibility in acquiring innovations and research. In time, 
other transactions were also authorized for the development 
of prototypes. 

The DoD Inspector General has conducted a number of audits 
regarding other transactions: 

Inspector General, DoD, Report No. D-2001-115, "Audit of 
Reconnaissance, Surveillance, and Targeting Vehicle Program," 

May 8, 2001 

Inspector General, DoD, Report No. D-2000-070, "Evolved 
Expendable Launch Vehicle Program Other Transactions, " 

December 30, 1999 (Report is FOUO ("For Official Use Only") 
and copies may be obtained by authorized personnel by contacting 
703-604-8937. ) 

Inspector General, DoD, Report No. D-2000-065, "Costs Charged 
to Other Transactions," December 27, 1999 

Inspector General, DoD, Report No. 98-191, "Financial and Cost 
Aspects of Other Transactions," August 24, 1998 

Inspector General, DoD, Report No. 97-114, "Award and 
Administration of Contracts, Grants and Other Transactions 
Issued by the Defense Advanced Research Project Agency," 

March 28, 1997 

Based upon our most recent audits of prototype other 
transactions, we have found that other transactions have 
not attracted a significant number of nontraditional Defense 
contractors to do business with the Government. Available 
data for FY 1994 through FY 2001 illustrates this point. 
Traditional Defense contractors have received 94.5 percent of 
the $5.7 billion in funds for 209 prototype other transactions. 

We find this trend disturbing, as other transactions do not 
provide the government a number of significant protections, 
ensure the prudent expenditure of taxpayer dollars, or prevent 
fraud. Procurement statutes and the FAR provide contracting 
officers the tools to negotiate fair and reasonable prices, and 
to ensure that taxpayer dollars are expended for costs which 
are allowable and consistent with federal procurement policies. 
TINA, CAS, and the various audit provisions are among the tools 
that have provided contracting officers' visibility into 
contractor costs and help the government ensure that prices 
negotiated and eventually paid are reasonable. These provisions 
have served the interests of the government and the taxpayer for 
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many decades. Congress has given agencies the authority to 
waive some of these protections, in certain circumstances, in 
connection with FAR contracts. Thus, the current methods of 
acquiring goods and services from contractors already provide 
considerable flexibility to accommodate the needs of the 
parties . 

The traditional protections for the public trust do not exist, 
for the most part, for other transactions. In only one 
significant area, namely providing the Comptroller General 
access to records in connection with prototype other 
transactions in excess of $5 million, do other transactions 
provide visibility into performance costs. Other measures for 
ensuring visibility into costs and ensuring prices are 
reasonable have not been enacted for other transactions. 

Based upon the DoD experience, we believe other transactions 
should be considered only when it is clear that the Government 
is unable to acquire goods, services, and needed technologies 
through existing vehicles. If other transactions are authorized 
for civilian agencies, we strongly recommend such legislation be 
tailored so that the other transactions vehicle is only used to 
attract companies which have not traditionally done business 
with the Government and for technologies, research capabilities 
or other processes which are needed by the federal agency and 
are not available through traditional acquisition vehicles. 

For research other transactions, we recommend the agency head 
be required to make a determination that an other transaction 
is necessary to induce a nontraditional contractor to provide 
technologies, research capabilities, or other processes which 
are needed by the agency. The determination should also include 
a finding that a contract, grant, or cooperative agreement are 
not appropriate or feasible, and that waivers to TINA, CAS, 
and other Federal statutes or procurement policies are not 
sufficient. Other transactions for prototype should be limited 
to developing items which are ripe for development as the result 
of research conducted pursuant to a research other transaction. 
We also recommend that audit access rights be given to the 
Government, to include the Comptroller General, the agency 
Inspectors General, and departmental contract audit agencies, 
such as the Defense Contract Audit Agency. 

If enacted, other transaction authority for civilian agencies 
should be provided as a pilot program of limited duration to 
ascertain whether it actually attracts significant numbers of 
nontraditional government contractors, whether it results in 
the acquisition of needed technologies and services, and 
whether additional safeguards should be enacted. 

We recommend for prototype other transactions that 
Section 845(c) "Comptroller General Review" be extended to 
include Inspectors General. This is a good management control 
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because it currently allows access to records to audit other 
transactions . 


Section 601. Simplified Acquisition Threshold (SAT) 

Inflationary Adjustment . This section allows inflationary 
adjustment of the SAT (currently $100,000) every 3 years. 

Adjusting the SAT would have merit, but we suggest it be revised 
in a different manner. For the TINA, FASA set the threshold at 
$500,000, and the threshold is currently revised for inflation 
every 5 years with minimum changes in multiples of $50,000. The 
TINA is currently $550,000. We recommend the SAT be revised in 
years divisible by 5 with changes in increments of at least 
$10,000 based on the percentage change in inflation. This would 
ensure changes to all thresholds would occur on a consistent 
basis . 
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B-281276 
April 7. 2000 

The Honorable James M. Inhofe 
Chairman 

The Honorable Charles S. Robb 
Ranking Minority Member 

Subcommittee on Readiness and Management Support 
Committee on Armed Services 
United States Senate 

To help meet the national security challenges of the 21*‘ century, the 
Department of Defense (DOD) funds a vast array of research and 
development activities to exploit emerging technologies, develop advanced 
weapon systems, and improve the capabilities of fielded weapon systems. 
Over the past decade. Congress and DOD expressed concern that 
government-unique procurement requirements-— often implemented 
through specified contract provisions — inhibited DOD's ability to take 
advantage of technological advances made by the private sector and 
increased the costs of goods and services DOD acquired. 

One effort to address these concerns was enacted under Section 845 of the 
National Defense Authorization Act for Fiscal Year 1994. Section 845 
provided the Defense Advanced Research Projects Agency* with temporary 
authority to enter into agreements for prototype projects^ using 
nonstandard contracting approaches referred to as "other transactions." 
Other transactions are generally not subject to the federal laws and 
regulations governing standard procurement contracts. Consequently, 
when using Section 845 authority, DOD contracting officials are not 
required to include standard contract provisions that typically address such 
issues as financial management or intellectual property rights, but rather 
may structure the agreements as they consider appropriate, In 1996. 
Congress extended the use of Section 845 agreements to the military 


' The Defense Advanced Research Projects Agency is DOD’s central research and 
development organization. 

^ There is no common deflnition of a prototype project: however, definitions provided by 
DOD ranged from products that evaluated the technical feasibility or operational utility of a 
concept or system, to lesser projects involving subsystems, components, technology 
demonstrations, and other technology development efforts. 
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services and other defense agencies. Section 845 authority expires on 
September 30. 2001. 

You asked us to provide information regarding DOD’s use of Section 845 
agreements to assist you in deciding whether to make the authority 
permanent. Specifically, we identified (1) the extent to which DOD has 
used Section 845 agreements, (2) the benefits reported from their use, 

(3) how DOD tailored these agreements to address issues normally 
governed by standard contract provisions, and (4) recent DOD efforts to 
provide additional guidance on their use. 


RoSUltS in Briof DOD has awarded 97 Section 845 agreements as of October 1998. These 

agreements have varied widely in type and dollar value. They were most 
frequently used to support studies of future weapon systems or to design 
and develop subsystems or components. DOD's financial commitment was 
concentrated on 10 agreements that accounted for about $2.1 billion, or 
more than 80 percent, of the $2.6 billion awarded under Section 845 
agreements. This financial commitment constituted a relatively small 
percentage of DOD’s overall research and development spending. For 
example. DOD awarded about $100 billion in research and development 
contracts over approximately the same time period. 

In a February 1999 report to Congress, DOD cited numerous benefits from 
using Section 845 authority. These benefits included attracting firms that 
typically did not contract with DOD,’ enabling use of commercial products 
or processes, providing more flexibility to negotiate agreement terms and 
conditions, and reducing program costs. However, the report provided only 
limited data to assess the agreements’ usefulness. For one of the key 
benefits expected from using Section 845 agreements — attracting 
commercial firms — data showed mixed results. For example, in our review, 
traditional DOD prime contractors attracted commercial firms as 
subcontractors in 24 out of 84 agreements, according to agreement officers, 

Section 845 agreements covered most of the areas typically addressed by 
standard contract provisions in the five areas we evaluated. However, the 
terms and conditions found in Section 845 agreements provided 
contractors more flexibility in the business processes and practices they 


^ In this report, unless otherwise specified, we use the term “commercial firm" to identify 
chose business entities that typically do not contract with DOD. 
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employed than typically provided by standard contract provisions. Among 
Section 845 agreements, we found little variation in the approaches to 
financial management, subcontractor management, and termination and 
disputes processes. In two other areas — intellectual property and 
government property — DOD officials made greater use of the standard 
contract clauses in agreements awarded to traditional defense contractors, 
while using tailored clauses in agreements with commercial firms. The use 
of a model agreement contributed to this uniformity, but DOD officials 
often did not address why they selected either the standard contract 
provision or a tailored approach or discuss the anticipated benefits of their 
choice of approach in the analysis justifying the award of the agreement. 

DOD has recently proposed new guidance to assist its personnel in 
determining when to use a Section 845 agreement and how to structure key 
provisions. The guidance also calls for additional information that would 
provide senior acquisition executives better insight on selected terms and 
conditions for agreements involving major weapon systems. It requires that 
DOD personnel establish metrics to evaluate the benefits from using 
Section 845 agreements, but does not provide examples or guidelines to 
help them develop metrics that are measurable and directly related to the 
agreements use. Experience has shown that DOD components have not 
developed such metrics in the past. Consequently, it is not clear that 
establishing this requirement without providing guidelines will lead to 
appropriate assessments of the benefits of using Section 845 agreements. 
The proposed guidance generated extensive comments within DOD and 
industry, which may be difficult to reconcile. 

We have included recommendations in the report that are intended to assist 
DOD personnel in determining whether to use a Section 845 agreement and 
provide more useful indicators of the benefits obtained from their use. 


Background 


DOD obligated over $100 billion for fiscal years 1994 through 1998 for 
research and development activities under various types of contracts. The 
policies and procedures that govern the solicitation, negotiation, and 
management of DOD contracts are contained in the Federal Acquisition 
Regulation and the Defense Federal Acquisition Regulation Supplement. 
Depending on such factors as the contract type and dollar value, a DOD 
contract could incorporate more than 100 contract clauses. These clauses 
implement statutory or regulatory requirements covering such issues as 
financial management and intellectual property, among others. While these 
requirements are intended to protect the government’s or suppliers’ 
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interests, concerns have been raised about the costs or impact of 
complying with the requirements. For example, traditional defense 
contractors report that they require additional personnel to comply with 
government financial management requirements, while commercial 
companies reportedly decline to accept DOD research contracts to protect 
their intellectual property. Many requirements can be waived or tailored, 
but DOD officials indicated this can be difficult and time consuming. 

The origins of Section 845 authority began in 1989, when Congress enacted 
legislation — codified at 10 U.S.C. 2371 — to provide the Defense Advanced 
Research Projects Agency (DARPA) temporary authority to enter into 
“other transactions" for advanced research projects. The legislation did not 
define “other transactions," thus giving DARPA flexibility to deal with 
unique situations encountered when fostering technology development, 
especially technology with both commercial and military applications. In 
1991, Congress made this authority permanent and subsequently extended 
it to the military services. Other transactions entered into under 
10 U.S.C. 2371 are assistance instruments, which are instruments used by 
DOD when the principal purpose is to stimulate or support research and 
development activities for both public and government, versus 
government-unique, purposes.^ 

In 1993. Congress enacted Section 845 of the National Defense 
Authorization Act for Fiscal Year 1994^ to provide DARPA additional 
authority for a 3-year period to use “other transactions" to carry out 
prototype projects directly relevant to weapons or weapon systems 
proposed to be acquired or developed by DOD: that is, for government- 
unique purposes. The legislation did not provide specific objectives to be 
achieved from using the authority, nor did it define what constituted a 
prototype project. Further, the legislation did not require participants to 
share in the costs of the project or require that the agreements be used 
when a standard contract, grant or cooperative agreement was not 
appropriate or feasible, two conditions required to use an assistance-type 
other transaction. Congress required DOD to report annually on its use of 
other transactions. 


* We discussed various issues regarding DODs initial use of assistance-type other 
transactions in our report. DOD Research: Acquiring Research by Nontraditional Means 
(GAO/NSlAD-96-11. Mar. 29. 1996). 

* P. L. 103-160. Nov. 30. 1993. 
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In 1996, Congress extended Section 845 authority to the military services 
and other defense agencies. At that time, senior DOD officials indicated 
that extending the authority to the military services and defense agencies 
would, among other things, assist their efforts to attract firms that 
traditionally did not perform research for the government and reduce the 
time necessary to field new weapon systems. Congress has twice extended 
the authority’s expiration date, most recently until September 30, 2001. 

DOD has issued limited guidance to defense components on using Section 
845 agreements. For example. DOD's initial guidance on Section 845 
agreements consisted of a memorandum issued by the Under Secretary of 
Defense for Acquisition and Technology in December 1 996.® Although it 
encouraged defense components to take advantage of the flexibility 
provided by Section 845 authority, the memorandum did not provide 
specific objectives or criteria for using it. define what constituted a 
prototype project, or specifically require components to establish metrics 
to assess whether the expected benefits were actually achieved. 

Guidance issued at the component level mirrored DOD's approach in 
providing only broad parameters. For example, the Air Force encouraged 
its acquisition community to use Section 845 authority in situations where a 
standard contract discouraged cutting-edge, high-technology commercial 
firms from participating in DOD-funded programs: the Navy guidance 
encouraged its use to facilitate innovation: and the Army’s guidance stated 
that the authority could enhance its ability to acquire new technology in a 
better, faster, and cheaper manner. The components’ guidance also offered 
various definitions of prototype projects. For example, Air Force and Army 
guidance note that a prototype can generally be described as an end 
product that reasonably evaluates the technical feasibility or operational 
utility of a concept or system. DARPA described prototypes as not only 
including systems, but also lesser projects involving subsystems, 
components, technology demonstrations, and other technology 
development efforts. The Navy's guidance does not address what 
constitutes a prototype project. 


® The position was recently redesignated as the Under Secretary of Defense for Acquisition, 
Technology, and Logistics. 
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As of October 1998, DOD has awarded 97 agreements that vary in type and 
dollar value. Before fiscal year 1997. only DARPA was authorized to use 
Section 845 agreements, awarding 15 agreements during fiscal years 1994 
through 1996 (see table I). Over the next 2 years, the military services and 
the National Imagery and Mapping Agency^ awarded 61 — or nearly two- 
thirds — of the agreements awarded by DOD through fiscal year 1998. The 
military services’ initial use of Section 845 agreements was largely 
associated with the Commercial Operations and Support Savings Initiative, 
a DOD initiative intended to reduce maintenance costs of fielded weapon 
systems by using commercial products and processes. DOD made the use 
of Section 845 agreements a requirement for this initiative. In total, 30 of 
the 38 agreements awarded by the military services in fiscal year 1997 were 
made under this initiative. 


Table 1: DOD’s Use of Section 845 Agreements Through Fiscal Year 1998 




Number of agreements 





Fiscal Year 




Component 

1994 

1995 

1996 

1997 

1998 

Total 

Army 




10 

3 

13 

Air Force 




8 

5 

13 

Navy 




20 

11 

31 

National imagery and Mapping Agency 




3 

1 

4 

DARPA 

1 

6 

8 

4 

15 

34 

Total 

1 

6 

8 

45 

35 

95 


Agreements Varied in 
Project Type and 
Dollar Value, but 
Support a Small 
Percentage of DOD 
Research Efforts 


Source: Our ar>alysis. 


^ The National Imagery and Mapping Agency provides imagery, imagery intelligence, and 
other information that support national security objectives. 
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In early fiscal year 1999, the Air Force awarded two agreements under its 
Evolved Expendable Launch Vehicle program that represented a significant 
departure from previous agreements in terms of dollar value and financial 
commitment by the contractors.* The Air Force committed $500 million on 
each of these agreements and expects each of the two prime contractors to 
commit roughly $1 billion. The contractors are to design and develop a 
family of launch vehicles capable of meeting both government and 
commercial requirements, and their cost-share is largely in recognition of 
the expected commercial demand for launch services. 

Section 845 agreements support a wide range of projects. More than half of 
the projects involved either (1) studies to evaluate the feasibility or merits 
of future weapon system concepts or technologies or (2) the design and 
development of hardware-related subsystems and components. Section 845 
agreements also support the development of software or software 
applications, information systems, and various imaging and detection 
technologies. A few projects will result in the development and 
manufacture of a major end item, such as the Navy’s project to design and 
build a new oceanographic research ship. In this case, the Navy determined 
that because the ship incorporated numerous new technologies, including 
new hull and propeller designs, it could be considered a prototype for 
future efforts. 

The agreements’ dollar values have also varied greatly, as shown in figure 1 . 


* DOD officials indicated that DOD awarded a total of 46 new Section 845 agreements in 
fiscal year 1999. We included the two Evolved Expendable Launch Vehicle agreements 
within the scope of our assignment due to their significance, but we did not obtain or 
analyze other agreements awarded in fiscal year 1999. 
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Figure 1 : Distribution of Section 845 Agreements by Total Agreement Dollar Value 

Number of agreements 
40 

35 34 



Dollars In millions 

□ Initial Award Value 

□ \^lue as of December 1998 


Source: Our artalysis of Section 645 agreements awarded through October 1 996. 

At the time of award, the 97 agreements had a median value of about 
$4 million, with individual awards ranging from a $170,000 Navy effort (to 
test the feasibility of using composite materials for the motor cases of 
projectiles used in its 5-inch fire support gun) to the two $500 million Air 
Force Evolved Expendable Launch Vehicle agreements. 

DOD's initial financial commitment totaled about $1.8 billion; however, due 
to changes in the value of 29 agreements, DOD’s financial commitment 
experienced a net increase of about $0.8 billion to about $2.6 billion as of 
December 1998. Changes in the agreements’ value resulted from 
(I) decisions to add work to the original agreement, (2) technical or 
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schedule problems that increased the effort’s cost, or (3) termination of the 
planned activity. As shown in table 2, the four largest agreements 
cumulatively account for about 66 percent of DOD’s commitment as of 
December 1998, while another six agreements account for an additional 
16 percent. Of the 10 largest agreements, 9 involved traditional defense 
contractors, while the 10th involved a consortium comprised of both 
traditional defense contractors and commercial firms. 


Table 2: Ten Largest Section B45 Agreements Measured by DOD Financial Commitment as of December 1998 

Dollars in millions 


DOD financial commitment 


Fiscal 

year 

awarded 

Prime 

contractor 

Project 

Amount 

Percent 

Cumulative 

percent 

1999 

Traditional 

Develop national space laur>ch capatnlity under E\^lved Expendable 
Launch Vehicle program 

$500.0 

19.2 

19.2 

1999 

Traditional 

Develop national space launch capability under Evolved Expendable 
Launch Vehicle program 

500.0 

19.2 

38.4 

1995 

Traditional 

Design, develop, and flight lest Global Hawk unmanned aerial 
vehicle 

425.5 

16,3 

54,8 

1994 

Traditional 

Design, develop, and flight test OarkStar unmanned aerial vehicle 

283.1 

10.9 

65.7 

1997 

Traditional/ 

Commercial* 

Evaluate use of commercial information processing, storage, 
transmission, compression, and display technc^ogies for national 
security purposes 

75.0* 

2.9 

68.6 

1997 

Traditional 

Evaluate use of commercial information processing, storage, 
transmission, compression, and display technologies for national 
security purposes 

75.0* 

2.9 

71.4 

1996 

Traditional 

Develop a common cockpit for the CH-60 and SH-60R helicopters 

74.5 

2.9 

74.3 

1998 

Tl’adrtlonal 

Prepare concept studies for DD-21 Land Attack Oestrc^er 

70.0 

2.7 

77.0 

1996 

Traditional 

Develop a common ground communication system for Global Hawk 
and DarkStar unmanned aerial vehicles programs 

62.7 

2.4 

79,4 

1997 

Traditional* 

Develop logistics system 

56.2 

2.2 

81,7 

Total 



$2,124.1 

81.7 



Note: Totals may not add due to rounding. 

'Agreements awarded to consortia. 

“Agreements are reported at their nol-to-eKceed value. 

Source: Our analysis. 

DOD’s total financial commitment under Section 845 agreements 
represents a relatively small percentage of its overall research and 
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development spending. For example, while DOD awarded $2.6 billion 
under Section 845 agreements over the 5-year period that we evaluated, it 
awarded about $100 billion under research and development contracts 
over approximately the same period. DOD's financial commitment was 
augmented on more than half of the agreements by contractors’ cost- 
sharing. In 48 agreements, contractors were committed to provide about 
$178 million, in addition to the roughly $2 billion the two prime contractors 
on the Evolved Expendable Launch Vehicle program are expected to 
provide. DOD officials also indicated that on other agreements contractors 
had contributed or were expected to contribute additional resources 
although they were not required to do so under the terms of the agreement. 


DOD Reported 
Numerous Benefits, 
but Data Show Mixed 
Results ill Attracting 
Commercial Firms 


In a recent report to Congress. DOD attributed numerous benefits to 
Section 845 agreements; however, the report provided only limited data to 
assess the usefulness of these agreements. Our analysis of data recently 
developed by the DOD Inspector General suggest mixed results in 
attracting commercial firms, one of the main benefits DOD expected from 
using Section 845 agreements. Other reported benefits include reducing 
program costs or overcoming various solicitation issues. 


DOD Report Provides 
Limited Data to Assess 
Agreements' Usefulness 


In February 1999, DOD reported to Congress that Section 845 agreements 
provided numerous benefits, though DOD generally offered no quantified 
measures of the reported benefits or the extent that such benefits were 
derived from individual agreements. Our analysis of the information 
provided by the report on individual agreements found that, in most cases, 
DOD components cited more than one reason or expected benefit from 
using a Section 845 agreement. The top three reasons cited by DOD 
components were use of commercial products or processes, attracting 
commercial firms, and increased flexibility in negotiating terms and 
conditions (see fig. 2). To a lesser degree. DOD components cited such 
additional benefits as reducing program cost, attempting to effect cultural 
change by making the relationship between the government and contractor 
more like a partnership, trying new ways of doing business, streamlining 
the acquisition process, spurring technological innovation, or resolving 
various solicitation issues. These expected benefits were often interrelated. 
For example, flexibility in negotiating terms and conditions — particularly 
intellectual property and financial management clauses — was viewed as 
the key determinant in attracting commercial firms on several agreements. 
In turn, DOD personnel viewed attracting these firms as a means to 
leverage commercial technologies or practices. 
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Figure 2: Reasons Cited by DOD Components for Using Section 645 Agreements 


Percent of 97 agreements 
70% 


60% 

50% 

40% 

30% 

20% 

10% 

0% 



Use Attract 

commercial commercial 
technologies firms 

or practices 



Plexrbilrty In 
negotiating 
terms and 
conditions 



Note; DOD components often died more than one reason for using a Section 845 agreement. 
Source: Our analyds of DOD's February 1999 report to Congress on Section 645 agreements. 


Evidence on Attracting 
Commercial Firms Indicates 
Mixed Results 


Our work, as well as work recently conducted by the DOD Inspector 
General, found that Section 845 agreements have achieved mixed results in 
attracting commercial firms at either the prime or subcontract level. 


DOD officials told us they have been attempting to determine the extent 
that commercial firms were participating on Section 845 agreements since 
October 1997. At that time. DOD established a requirement for agreement 
officers to provide a report which was to identify (among other things) 
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whether the prime contractor or consortium members had performed any 
prior research efforts for DOD. DOD officials told us that the data 
collection effort was not entirely successful, in part, because the definition 
that was provided to agreement officers of what constituted a commercial 
firm was too narrow, and the report did not provide information at the 
subcontractor level. 

At about the same time that DOD established its reporting requirement, the 
DOD Inspector General began collecting information on aspects of other 
transactions, including information on the participants. In December 1999, 
the DOD Inspector General issued a report that included information on 
the participation of commercial firms on Section 845 agreements.® For the 
purposes of their analysis, the Inspector General defined a commercial firm 
as one that had not performed research on cost-based contracts or that had 
been subject to an audit by the Defense Contract Audit Agency within the 
past 3 years. The Inspector General noted that while 34 Section 845 
agreements — or more than one-third — had at least one commercial firm 
participating at either the prime or subcontract level, most of the 
participants were tiaditional defense contractors. 

Our analysis of the Inspector General’s data found that, at the prime 
contractor level. 84 of the 97 agreements were awarded to traditional 
defense contractors. Including participants that were members of 
consortium, we estimate that about 87 percent of the participants at the 
prime contractor level were traditional defense firms (see fig. 3). DOD 
officials told us the large number of traditional defense contractors at the 
prime contract level reflects the fact that Section 845 agreements are to be 
used on weapon or weapon systems-reiated projects. Nevertheless, DOD 
officials had hoped that the use of Section 845 agreements would attract 
more commercial firms. 


’ Costs Charged to Other Transactions, Office of the Inspector General, Department of 
Defense, Report No. D-2000-065 (Dec. 27. 1999) . The audit's objective was to review the 
financial and cost aspects of five assistance-type agreements, two Section 845 agreements, 
and selected subcontracts. During the audit, the Inspector General also quantified the 
number of contractors participating on assistance-type other transactions and Section 845 
agreements awarded through October 1998. 
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Note: Percentages do not total to 100 percent due to rounding. 

Source: Our analysis of 000 Inspector General data on prime contractors awarded Section 645 
agreements. The Ir^ector Ger>eral defined commerdal firms as those that had not performed 
research under a cost*based contract for 000 or had been subject to an audit by the Defense Contract 
Audit Agency in the last 3 years. 

We found DOD personnel attributed the participation of commercial firms 
to the ability to tailor the agreement’s terms and conditions, particularly the 
intellectual property and financial management clauses. Examples of such 
tailoring include the following: 

• In January 1997, the National Imagery and Mapping Agency solicited 
proposals to develop and exploit commercial information technologies 
for national security purposes. The solicitation indicated that the agency 
intended to award a standard contract. According to agency officials, 
contractor representatives suggested that using a Section 845 agreement 
would help their consortium attract commercial firms. The resulting 
Section 845 agreement, which has a potential value of $75 million, 
enabled participating contractors to use their standard accounting 
system, limited the government’s audit rights to a review by a certified 
public accounting firm, and provided more flexible intellectual property 
rights. Contractor officials indicated that while about half of the work is 
being performed by divisions that routinely accept defense work, the 
other half is being performed by divisions that for various reasons 
would not have participated under a standard contract. 

• A small commercial firm submitted an unsolicited proposal to DARPA to 
develop and demonstrate an unmanned aerial vehicle capable of vertical 
take-off and landing based on the company's existing proprietary 
technology. The company, however, was unwilling to work under a 
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Standard contract, citing, among other factors, its concerns about 
accounting, auditing, and intellectual property requirements. The 
resulting $16.7 million agreement allowed the company to use its 
commercial accounting practices, limited the government's review of its 
financial records, and limited the government’s rights to intellectual 
property and technical data. 

At the subcontractor level. DOD agreement officers reported that 
traditional defense contractors attracted commercial firms in 24 of the 
84 agreements they were awarded. For the remaining agreements awarded 
to traditional defense firms. DOD agreement officers reported that either 
the prime contractor did not attract commercial firms at the subcontract 
level (20 agreements) or they did not know whether the prime contractors 
had attempted to do so (34 agreements). Agreement officers did not 
provide information on six agreements. In some cases. DOD and contractor 
personnel noted that because their projects were in the initial concept or 
design phase, the number of subcontractors actively involved was small. 
Once their projects matured and the need for subcontractors increased, 
they believed the use of Section 845 agreements might assist them in 
attracting commercial subcontractors. 


Examples of Other Reasons 
Cited for Selecting a Section 
845 Agreement 


While attracting commercial firms was among the principal reasons 
defense components cited for using Section 845 agreements in DOD's 
February 1999 report, they also credited the use of Section 845 agreements 
with other benefits. The use of these agreements to reduce program costs 
or address solicitation issues illustrates some of the reasons offered by 
DOD components for using a Section 845 agreement. 
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In 32 agreements, or about a third, DOD components cited the use of a 
Section 845 agreement as a means of reducing a program’s or technology's 
estimated cost, though few provided any estimates of specific dollar 
savings. Rather, DOD components noted that agreements reduced 
negotiating, administrative, or overhead costs typically associated with a 
standard contract or provided contractors the flexibility to make 
performance trade-offs needed to achieve a specific price goal. In other 
cases, DOD officials also noted that the cost of their specific program was 
reduced due to the cost-sharing provided by the recipients. For example, 
they noted that Section 845 agreements allowed recipients to apply 
independent research and development funds to their specific program. 

Another means of reducing program costs involved using Section 845 
agreements to resolve funding shortfalls. For example, the Navy used a 
Section 845 agreement on its effort to develop a common cockpit for two 
helicopters. The Navy wanted to develop the cockpit in a 2-year time frame, 
but it could not do so because it did not have sufficient funds to pay for 
tasks that needed to be completed in the first year. Under the agreement, 
the contractor provided $11.1 million of the $29.2 million needed in fiscal 
year 1998, and the Navy provided the remaining $18.1 million. While the 
contractor anticipated being reimbursed the $11.1 million the following 
year, the agreement stated that the government’s obligation for 
performance of the agreement beyond the $18.1 million was contingent 
upon the availability of appropriated funds. Contractor officials told us 
they accepted the risk that they might not be reimbursed should the Navy 
decide to cancel the project because the effort was part of a high-priority 
Navy program and the Navy was one of their principal customers. By using 
a Section 845 agreement, Navy officials estimated they avoided over 
$50 million in future costs.” 


Federal regulations provide that costs Incurred by contractors in performing agreements 
such as Section 845 agreements may be treated as Independent research and development 
expenses. If contractors elect to treat their contributions under Section 845 agreements as 
independent research and development expenses, the contractors may recover some 
portion of these costs as allowable overhead charges under other contracts they have with 
the government. 

” The other option Navy officials considered viable to a Section 845 agreement was to issue 
a value-engineering change proposal. Under this approach, while the development costs 
remained the same, the contractor would receive h^f of the estimated $105.8 million in cost 
savings attributed to the engineering change. A Navy ofTicia! indicated they did not consider 
requesting that funds be reprogrammed from other sources — another option available to 
them — given the ability to use the Section 845 agreement. 
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DOD officials also used Section 845 agreements to resolve issues 
encountered during the contract solicitation phase. During this phase, the 
government defines its requirements, advertises them, and solicits and 
evaluates responses from interested parties. Failure to follow the required 
procedures can result in a protest from an unsuccessful offeror, thereby 
delaying the effort or resulting in a need to repeat the process. According to 
DOD officials, using a Section 845 agreement allowed them to address 
issues arising from the various competition and source selection 
requirements of the Competition in Contracting Act of 1984.^^ Examples of 
how DOD used agreements to address these issues follow; 

• In one case, DARPA had solicited proposals to address DOD’s future 
transportation and logistics planning needs. DARPA subsequently 
selected proposals from two different defense contractors for funding. 
After completing the selection process, the DARPA program manager 
believed the research would prove more valuable if the two contractors 
worked collaboratively; consequently, the two companies agreed to 
form a joint venture. In anticipation of awarding a contract, DARPA 
authorized the contractors to incur more than $2 million in expenses. 
However, DARPA’s General Counsel objected that the proposed contract 
would violate the established competition and source selection 
requirements, and in doing so, violate the Competition in Contracting 
Act. DARPA officials changed the standard contract to a Section 845 
agreement — which is not subject to the act’s requirements — to avoid 
repeating the competition and terminating the effort that was under 
way. 

• In another effort, the Navy wanted to increase the number of 
contractors capable of producing a tactical data and voice 
communication terminal. Early in their planning efforts, Navy officials 
recognized that the likely bidders had different technical experience. 
Consequently, while they wanted to award multiple contracts of varying 
dollar values— with more funds being awarded to contractors with less 
experience — to increase competition, they could not devise appropriate 
solicitation and selection procedures that would have enabled them to 
do so while complying with standard solicitation requirements. 
Consequently, these officials used Section 845 authority to devise a 
solicitation and selection strategy that enabled them to award four 
agreements with values ranging from $2.2 million to $9.2 million. 


P. L. 98-369. July 18. 1984. as amended, generally codified in Chapter 137 of Title 10 of the 
United States Code. 
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DOD contracting personnel confront a different set of factors when 
structuring the terms and conditions of a Section 845 agreement than when 
using a standard contract. Whereas statutes or federal acquisition 
regulations generally prescribe a standard contract's terms and conditions 
in such areas as financial management or intellectual property, the clauses 
within a Section 845 agreement may be tailored to better address issues 
specific to a project. In his December 1996 memorandum, the Under 
Secretary of Defense for Acquisition and Technology acknowledged that 
DOD personnel would be operating in a relatively unstructured 
environment when negotiating Section 845 agreements and he set an 
expectation that the agreements incorporate good business sense and 
appropriate safeguards to protect the government's interest. 

Our analysis of DOD’s Section 845 agreements found that they generally 
addressed the areas typically governed by the standard contract provisions 
that we evaluated. In addressing financial management, termination and 
disputes processes, and subcontractor management issues. DOD personnel 
employed approaches that were generally less prescriptive or provided 
more generous terms than typically are provided to contractors in standard 
contract provisions. In these areas, the approaches employed varied little 
between agreements regardle^ of whether the recipients were commercial 
or traditional defense firms or whether the firms had provided a cost-share. 
In two other areas — intellectual property and government property—DOD 
personnel made more frequent use of the standard contract provision in 
agreements with traditional defense firms, while employing tailored 
clauses with commercial firms. The use of a model agreement contributed 
to this uniformity, but DOD officials often did not address why they 
selected either the standard contract provision or a tailored approach or 
discuss the anticipated benefits of their choice of approach in the analysis 
justifying the award of the agreement. 


Approaches Used to 
Address Issues 
Normally Governed by 
Standard Contract 
Provisions 


Agreements Adopted Section 845 agreements used approaches that varied little in most areas we 

Similar Approaches in Most evaluated. These areas included financial management, termination and 
dispute processes, intellectual property, government property 
administration, and subcontractor management (our scope and 
methodology are provided in more detail starting on page 33; app. I 
summarizes our analysis of the approaches taken under Section 845 
agreements in addressing each of these areas). Regardless of the type of 
contractor, the agreement’s value, or the recipient's contribution of 
financial resources, a typical Section 845 agreement 
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• relied on means other than certified cost and pricing data*^ to establish a 
fair and reasonable price for the effort undertaken; 

• allowed contractors to use generally accepted accounting principles 
rather than government cost accounting standards, which are viewed as 
more complex and costly to administer: 

• limited the government's audit rights, generally by omitting (1) the 
requirement that the clause be included in subcontracts and (2) the 
requirement that provided GAO access to the prime contractor’s and its 
subcontractors' books and records;'^ 

• paid contractors a specified amount based on the accomplishment of 
agreed to technical milestones, rather than on the basis of incurred 
costs; 

• did not provide DOD a right to terminate an effort for default by the 
contractor; and 

• authorized the use of an alternative dispute resolution process that 
provided for a more streamlined and shortened process. 

The terms and conditions of Section 845 agreements also provided 
considerable flexibility to the prime contractors in subcontractor 
management-related issues. For example, only two agreements required 
the contractor to notify the government of the intent to award subcontracts 
exceeding a certain dollar threshold, Further, while 5 agreements required 
the contractor to select subcontractors competitively. 1 5 agreements 
specifically waived the requirement. 


DOD Used a Mix of 
Standard and Tailored 
Clauses to Address 
Intellectual Property Issues 


DOD personnel used a mix of approaches in addressing intellectual 
property issues, which include patent rights to inventions and rights to 
data. Our analysis found that DOD personnel incorporated standard 
contract clauses more frequently to address intellectual property issues 
than in any other area we evaluated, with almost a third of the agreements, 
including at least one of the standard clauses. In cases in which the 


With certain exceptions, the Truth-ln-Negotiations Act (10 U.S.C. 2306a) requires 
contractors and subcontractors to submit cost or pricing data before the award of 
negotiated contracts exceeding $500,000 and to certify that the data are accurate, complete, 
and current. If such data are later found defective, the government may seek to reduce the 
contracts price and. under certain conditions, seek civil or criminal penalties. 

“ The National Defense Authorization Act for Fiscal Year 2000 included a provision that 
requires DOD to provide for GAO’s access to agreements that provide payments of 
$5 million or more. The act exempts agreements under certain circumstances and allows 
DOD to waive the requirement with prior notification to Congress and GAO. 
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Standard contract clauses were not used, DOD officials tailored the clauses 
by extending the time frames the contractor was given to provide DOD 
patent or data rights, accepting more limited rights, or in certain cases, 
declining the rights altogether. Only one of the agreements awarded to 
commercial firms included standard intellectual property contract clauses. 

Allocation of Rights to The government’s general policy regarding patent rights in inventions 

Inventions developed with federal assistance is to facilitate the commercialization and 

public availability of inventions by enabling contractors to obtain title to 
and profit from such Inventions. To obtain these rights, a contractor must 
notify the funding agency of an invention, inform the agency that it intends 
to take title to the invention, file a patent application, and provide the 
government a royalty-free license.*^ The government may acquire title to 
the invention if the contractor fails to follow these requirements. 

Our analysis found that DOD personnel incorporated the applicable 
standard contract provision governing patent rights in 25 agreements. 
These agreements were generally awarded to traditional defense 
contractors. In the other 72 agreements. DOD incorporated language that 
varied widely. For example, DOD personnel often provided contractors 4 to 
12 months to notify the government of an invention under Section 845 
agreements, compared to 2 months provided in a standard contract. In 
some cases, the contractor was allowed to maintain inventions as trade 
secrets or the government declined patent rights altogether. Finally, some 
agreements clarified the definition of an invention to specifically exclude 
pre-existing inventions. 


A royalty-free license allows the government to use the invention without compensating 
the owner of the patent. 
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Rights to Technical Data DOD’s policy is to acquire only the technical data and the rights to that data 

necessary to satisfy agency needs. Toward that end, contracting officers, 
among other things, are to specify the data DOD needs at the beginning of 
an effort and to negotiate rights to that data commensurate with the 
government’s needs. In general, the government obtains unlimited rights 
when technical data were developed or created exclusively with 
government funds, government purpose rights when the data were created 
with mixed funding, and limited rights when the data were created 
exclusively at private expense.’® 

DOD employed a mix of approaches with regard to obtaining data rights 
under Section 845 agreements. For example, while most agreements used 
tailored clauses, DOD personnel cited standard contract clauses in 
1 9 agreements. Similar to what we found in patent rights, these agreements 
almost always involved traditional defense firms. These agreements were 
generally low dollar efforts without cost sharing. Tailoring could involve 
DOD declining any rights to data or accepting government purpose rights 
for 10 years. 

Our review of the agreement officers’ analyses’^ indicates that they 
generally believed acquiring the standard rights to such data would either 
hinder efforts to attract a commercial firm or was unnecessary for the 
current phase of the effort. The following examples illustrate the use of the 
agreements to provide more flexible data rights: 

• DARPA agreed to not accept any technical data in the effort to develop 
the unmanned aerial vehicle capable of vertical take-off and landing. 


'* These rights differ in the degree to which DOD may provide or authorize parties outside of 
the government to use the data. Unlimited rights provide the government the ability to use, 
modify, reproduce, perform, display, release, or disclose technical data In whole or in part, 
in any manner, and for any purpose whatsoever, and to have or authorize others to do so. 
Government purpose rights enable the government to allow others to use the data For 
government purposes, while limited rights generally require the government to obtain the 
contractor’s written permission before doing so. 

” While requirements varied, defense components generally required agreement officers to 
document the rationale for using Section 845 agreements. For example, the Navy required 
its agreement officers, among other things, to discuss the rationale for using a Section 845 
agreement in terms of its expected benefits and establish that the use of the authority was 
legally appropriate as part of the initial planning process. They were to prepare a 
subsequent analysis that discussed the level of competition achieved, the agreement’s cost 
or price, the payable milestones used, data and patent rights, and issues relevant to the 
particular project, such as government furnished property. 
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The agreement provided DARPA options to subsequently acquire 
government purpose rights to the data at a cost ranging from $20 million 
to $45 million or by purchasing 300 vehicles. According to the 
agreement, the rights would be sufficient to establish a second source 
for competition. 

The Navy agreed that it would not take any rights to data produced 
during the competitive concept development phases of the DD-2 1 Land 
Attack Destroyer program. For these phases, the Navy has awarded a 
single Section 845 agreement, under which two teams will initially 
develop their systems’ concepts and subsequently develop detailed 
designs. Further, the Navy indicated it would acquire only the technical 
data from the contractor team that was selected to design, construct, 
and support the vessel. Navy officials indicated they saw little value in 
obtaining technical data for a design they did not select and believed the 
teams and their suppliers would be more willing to utilize proprietary 
technology under the Navy's approach. 


Mix of Standard and 
Tailored Clauses Also 
Found in Agreements 
Involving Government 
Property 


We identified 60 agreements involving government property, which 
includes property provided by the government for use by the contractor 
and property acquired with government funds during the course of an 
effort. In 11 agreements — all with traditional defense contractors — the 
contractors were required to comply with the standard property 
management requirements specified by federal acquisition regulations. In 
46 agreements, DOD personnel provided contractors discretion on the type 
of approaches they could use to manage government property or permitted 
contractors to retain title to property that had been acquired with 
government funds. For example, several agreements allowed traditional 
defense contractors the authority to maintain property in accordance with 
sound industrial practices. In other cases, the contractor was allowed to 
retain title to property acquired with government funds that had an 
acquisition value of up to $50,000. DOD personnel had to approve the 
purchase of property greater than $50,000, and the agreement included 
procedures for determining how such property was to be used or disposed 
of once the agreement was completed. We also found, however, that in 
three efforts involving government property, the agreement was silent on 
how such property was to be accounted for or managed. 
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Use of Model Agreement 
Contributed to Uniformity 
in Approaches 


Our review found that the basis for many of the agreements was a model 
developed by DARPA. which contributed to the uniformity observed in the 
approaches taken imder Section 845 agreements. DARPA officials noted 
that this model was developed for use on their assistance-type other 
transactions that generally involved dual-use technologies being developed 
by commercial firms under a cost-shared arrangement. Consequently, 
DARPA officials structured the terms and conditions to reflect the nature of 
these agreements. For example, the use of payable milestones, the more 
limited government audit rights, and the flexibility to use generally 
accepted accounting principles were designed, in part, to allow commercial 
firms to use their standard accounting systems and allay their concerns 
over government auditors reviewing their commercial finances. Similarly, 
the more generous intellectual property provisions were intended to 
provide time for the companies to commercialize the technology. Providing 
the contractor an ability to terminate an effort was premised on the belief 
that contractors would be making significant financial contributions to the 
effort. Finally, the model agreement did not initially include a property 
provision, since it was not believed these types of efforts would involve 
government property. 


The initial reliance on model agreements by the services for many of their 
agreements, while reasonable during this period, may have led to 
agreements that were not tailored to address all relevant issues and may 
have resulted in terms and conditions that are not appropriate for 
prototype projects where costs were not shared between DOD and the 
contractor. For example, our review of the agreement officers’ analyses 
found that the analyses often discussed only how the terms differed from 
the model agreement, rather than discussing the need for or expected 
benefits of employing a particular approach. Similarly, we found that in 
26 agreements in which DOD provided all of the funding, the agreements 
provided the contractors the right to terminate, which DOD officials 
indicate would generally not be appropriate. 


Approach Taken Under 
Evolved Expendable 
Launch Vehicle Agreements 
Generally Found Adequate 
Except for Financial 
Management 


At the request of Congress, the DOD Inspector General evaluated whether 
the use of Section 845 authority was appropriate for the Evolved 
Expendable Launch Vehicle program and whether the agreements included 
adequate safeguards to monitor program performance and protect the 
government’s interests. Air Force officials indicated that they had used the 
authority because neither of the two contractors would sign a standard 
contract under which they were to contribute up to SI billion in cost 
sharing. According to the Air Force, the contractors stated that in doing so 
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they would have had to treat their investment as a loss against their 
earnings, which was unacceptable. Further, the contractors believed that 
given their investment, requiring that they adhere to government cost 
accounting standards would require them to make their commercial books 
and corporate investment available to government auditors and would 
require that their subcontractors comply with these and other financial 
management requirements. Further, the contractors expressed concern for 
the need to protect their proprietary data to maintain their competitive 
positions in the commercial space launch market. Consequently, the 
agreements enabled the companies to use generally accepted accounting 
principles and limited the government's access to financial records. 

The Inspector General concluded that the use of Section 845 agreements 
was appropriate for the efforts as the agreements provided the best 
contracting instrument to allow DOD to develop a dual-use launch 
capability. Further, the Inspector General concluded that the agreements’ 
terms and conditions provided sufficient technical insights and other 
safeguards to protect the government’s interest. The Inspector General 
noted, for instance, that the agreements’ terms and conditions incorporated 

• payable milestones that tied payment of government funding to the 
completion of key program accomplishments and prohibited the 
contractors from receiving government funding if they were unable to 
demonstrate technical progress; 

• provisions that would require the contractors to refund government 
payments, plus interest, that they received should DOD terminate for 
default or if a contractor terminates the agreement for convenience: and 

• an alternative disputes resolution clause that was intended to resolve 
disputes in a timely, fair, and cost-effective manner. 
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However, the Inspector General faulted the Air Force for negotiating terms 
and conditions that provided it with only limited insight into the 
contractors’ financial progress, which could hinder DOD’s efforts to 
monitor program costs and reveal or provide insight into problems. The 
Inspector General noted that the Air Force included a clause providing the 
agreements officer, or a designee, direct access to sufficient records and 
information to ensure accountability for government funding, but only 
senior-level Air Force officials could request an executive-level briefing on 
the contractors’ total investment. According to the Inspector General, Air 
Force officials had not performed any reviews or requested any briefings 
about total program costs as of September 1999. Air Force officials 
indicated that such insight was not needed, in part, due to the use of 
payable milestones. Air Force personnel’s participation in program reviews 
and their access to the contractors’ information systems, and a firm price 
for the agreements. Air Force officials indicated that they have since met 
with contractor officials to discuss their total investment on the program.'® 


Additional Guidance 
Being Developed 


DOD initially provided limited guidance on the use of Section 845 
agreements, in part because it did not want to unduly restrict their use. 
Over the past year, however. DOD began efforts to provide additional 
guidance to facilitate their use. In December 1998, DOD provided 
discretionary guidance on its Internet-based Defense Acquisition 
Deskbook.'^ In turn, this discretionary guidance formed the basis for a 
document released for comment to industry groups and defense 
components in September 1999 by the Under Secretary of Defense for 
Acquisition. Technology, and Logistics. According to a DOD official, the 
Under Secretary wanted to obtain their comments and recommendations 
prior to issuing more formal guidance. 

As proposed, the guidance would provide factors for DOD personnel to 
consider when deciding whether to use a Section 845 agreement and in 


" In late 1999. DOD released the findings of an independent review team that had been 
tasked to assess the causes of five launch failures that occurred between August 1998 and 
May 1999- The report included recommendations to the Air Force that may affect the 
structure and cost of the Evolved Expendable Launch Vehicle agreements. According to 
DOD officials, the Air Force is currently developing strategies to implement these 
recommendations. 

'® The Deskbook is intended to provide DOD personnel an automated reference tool on 
acquisition policy and practices. 
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Structuring key provisions. It would also provide senior acquisition 
executives better insight on selected terms and conditions for agreements 
used on high-dollar efforts. Further, the guidance would also require DOD 
personnel to establish metrics to measure whether the expected benefits 
from Section 845 agreements were actually achieved. A DOD official noted 
that the proposed guidance is being revised in response to the extensive 
comments they received, but anticipates that it will provide revised 
guidance in April 2000. 


Factors Provided in 
Determining Whether to Use 
a Section 845 Agreement 


The guidance provides various factors to consider to assist DOD personnel 
in determining whether to use a Section 845 agreement. These factors 
include whether using a Section 845 agreement would attract firms that 
normally would not do business with the government or that would not 
accept a specific requirement (such as cost accounting standards or 
intellectual property requirements) normally required by federal 
acquisition regulations. The guidance also provides factors that tend to be 
more general in nature, such as whether the use of the agreement would 
enable DOD to acquire more affordable technology, reduce program costs, 
improve performance, or increase competition. 


Assistance Provided in 
Structuring Agreements 


The proposed guidance provides various factors for DOD personnel to 
consider when structuring a Section 845 agreement, This guidance focuses 
on the most common approaches or clauses found in the 97 agreements we 
reviewed. For example, to appropriately structure agreements, the 
guidance advises that 

• contractors should not be provided a right to terminate the agreement 
unless they were making considerable financial contributions. In 26 
agreements, the agreements provided contractors this right although 
they were not providing cost sharing. 

• while DOD is not required to take title to property, agreements should 
contain a list of any property that the government does intend to take 
title and should discuss the procedures governing the accountability, 
control, and disposition of the property. We found that three agreements 
did not include a property clause although government property was 
provided or acquired. 

• agreements should contain an audit clause that provides agreement 
officers or their representatives direct access to sufficient records and 
information to ensure accountability for the government’s funds. We 
found that five agreements did not contain any audit clause, while the 
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DOD Inspector General has expressed concern that the audit clauses 
that had been included in Section 845 agreements it reviewed did not 
clearly indicate whether DOD had access to contractor records to verify 
whether the terms and conditions of the agreement were satisfied. In 
particular, the Inspector General noted in its December 1 999 report that 
agreements that involved large amount of funds, were cost-based, or 
involved contractors with poor past performance or inadequate 
business practices, required a more detailed audit clause. 

The guidance further indicates that agreement officers may use the 
standard contract clauses to address intellectual property and government 
property provisions. The guidance omits reference to using standard 
clauses in other areas, though it does not prohibit their use, and it is silent 
with regard to subcontractor-related provisions. 


Additional Analyses 
Expected for Agreements 
Involving Major Weapon 
Systems 


DOD’s December 1996 guidance required DOD components intending to 
use agreements on projects that were to lead to major weapon systems to 
address how DOD’s policies and procedures governing these systems were 
to be subsequently applied.^ The proposed guidance would also require 
that analyses on the agreements’ key terms and conditions be provided to 
senior DOD officials for Section 845 agreements used on efforts that have 
transitioned to or were initiated as major weapon systems prototype 
projects. DOD officials indicated that because most major acquisition 
programs use standard contracts, only the terms and conditions unique to 
the program are discussed. For major acquisition programs using 
Section 845 agreements, the proposed guidance would require a summary 
of the government’s position on the provisions governing termination, 
payment method, audit requirements, technical data, patent rights, and 
government property, including the significance of the differences between 
the agreement term and the standard contract provision, and the rationale 
and benefit to the government of the agreement’s term. 


” DOD's principal regulations governing acquisition programs are embodied in DOD 
Directive 5000.1 and DOD Regulation 5000.2-R. DOD defines a major defense acquisition 
program as one that is either so designated by the Under Secretary of Defense for 
Acquisition. Technology, and Logistics, or one that is expected to require an eventual 
expenditure for research, development, test, and evaluation of more than S355 million or for 
procurement of more than S2.I35 billion {as measured in constant fiscal year 1996 dollars). 
These regulations require program managers to develop an acquisiUon strategy, which is to 
include a discussion of the type of contracts contemplated for each phase. 
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Requirement to Establish 
Metrics May Not Result in 
Developing Meaningful 
Indicators of Expected 
Benefits 


The proposed guidance would also require DOD personnel to establish 
metrics prior to the agreement’s award to be used to measure the extent to 
which expected benefits were actually achieved. This requirement, 
however, may not result in meaningful indicators of the expected benefits. 
To be meaningful indicators, metrics should reflect only those benefits 
directly related to using a Section 845 agreement and for which quantifiable 
measures can be developed. 


DOD is currently evaluating how to measure whether the agreements 
enabled DOD to attract commercial firms, which would, in our opinion, 
provide a reasonable Indicator as to whether Section 845 agreements were 
achieving one of the cited benefits from their use. However, to be an 
accurate indicator requires that DOD establish a common definition of 
what constitutes a commercial firm, which it has not yet done. For 
example, representatives from the Office of the Secretary of Defense 
believed that the Inspector General’s definition of a commercial firm — 
firms that had not accepted a cost-type research contract or had not been 
subject to an audit by the Defense Contract Audit Agency within the last 
3 years— could result in counting as traditional defense contractors those 
firms that performed only a very small percentage of work for DOD or 
those that had both commercial and government divisions at the same 
location.^* DOD is also discussing the need for and means to collect 
information on the participation of commercial firms below the prime 
contractor level. 


Further, the guidance does not provide guidelines for developing metrics 
that would serve as meaningful indicators, Our work indicates that 
establishing this requirement without providing guidelines may not result 
in the desired information. While recognizing that agreement officers were 
not specifically required to establish metrics, we surveyed them to 
determine whether they had done so on their own initiative. In 60 of 
97 agreements, they had not done so. while another 3 did not respond to 
our inquiries. In the remaining 34 cases, DOD officials reported that they 
had established metrics. However, our review of the metrics found that 


Determining which business unit performs the work seems critical to understanding 
whether the agreement attracts commercial firms. For example, a DOD component had 
cited attracting a cutting-edge, primarily commercial firm as a benefit in DOD’s report to 
Congress. Contractor officials told us that they had anticipated using their commercial 
divisions, but after being unable to agree on a labor rate that was acceptable to the firm's 
commercial divisions and DOD. they decided to perform the research in their government 
division. 
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most were related to a program’s performance, schedule, or cost goals. For 
example, one of the cited metrics was whether the contractor was able to 
reduce the cost of a particular material from $60 per pound to between 
$35 to $40 per pound. It was unclear whether achieving these objectives 
could be directly attributed to the use of the Section 845 agreement. 

DOD and contractor personnel provided various opinions about whether 
metrics could be established to reasonably measure various types of 
benefits. For example, one Air Force agreement officer noted that the use 
of a Section 845 agreement reduced his program’s cost by reducing the 
negotiation and approval times typically encountered and that use of more 
flexible data rights encouraged technical innovation on the part of the 
contractor. While he had not established metrics, he believed that he could 
have measured (1) negotiation times compared to that required for a 
standard contract and (2) indirect cost savings directly attributable to the 
agreement’s reduced administrative requirements. On another project, 
officials at one defense contractor noted that while the time spent on 
administering agreements is considerably less than the time spent 
administering a standard contract, their management information system 
does not track administration time by instrument type. 

Similarly, measuring benefits such as cultural change, new ways of doing 
business, or technological innovation— some of the broad objectives cited 
by DOD components— may prove difficult. For example, DARPA officials 
noted that Section 845 agreements, when used in conjunction with other 
acquisition reform initiatives, represent attempts to encourage contractors 
to look at problems in new ways. As such, DARPA officials viewed these 
techniques as a set of interrelated means to achieve an overall program 
objective. They acknowledged that measuring the extent to which these 
objectives were achieved, or specifically attributing their achievement to 
the use of a Section 845 agreement, would be difficult. 
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Comments Reflected Desire 
to Maintain Flexibility, but 
Also Suggested Need for 
Further Clarification 


DOD received comments from both defense components and industry 
groups^ on the proposed guidance. The comments reflected a desire to 
maintain the flexibility afforded by using Section 845 agreements, but also 
reflected a need to provide a better framework for identifying opportunities 
to use the agreements and for tailoring their terms and conditions to 
specific objectives. DOD officials told us that they hope to issue revised 
guidance by April 2000. 


Industry representatives noted that their members found that agreement 
officers were reluctant to use Section 845 agreements on projects that did 
not appear to be “de facto” weapon systems: consequently, they believed 
that providing a broad definition of what constituted a prototype project 
would be useful. Further, these groups emphasized the value of Section 845 
agreements in attracting commercial firms; consequently, they believed 
that additional guidance on tailoring intellectual property provisions and 
clarifying financial management requirements may be useful for agreement 
officers who were unfamiliar with commercial practices or who may be 
reluctant to vary from the model agreements. 

Defense components generally concurred with the need for guidance, but 
did not agree on its role and content. The Inspector General, for example, 
suggested that the guidance define what constituted a prototype project or 
a commercial firm and clarify various administrative and financial 
management issues (such as the role of the Defense Contract Audit Agency 
and an appropriate access to records clause). Additionally, the Inspector 
General and DARPA officials believed examples of metrics should be 
included. On the other hand, Navy officials noted that the strength of the 
instrument was that there was little or no prescribed format or form and 
that there was still much to be learned from experimenting with the 
authority. Consequently, the Navy believed that while the guidance was 
useful in an advisory role, making it mandatory may diminish or negate the 
benefits derived from using Section 845 agreements. 


Conclusions Having gained experience in using Section 845 agreements, a new tool that 

embodies alternative approaches to standard contracts, DOD is taking the 


DOD requested comments from the Council of Defense and Space Industry Associations 
(which is composed of 8 associations representing over 4,000 firms) and the Integrated 
Dual-Use Commercial Companies (a consortium of 8 predominately commercial firms) . 
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necessary step of developing additional guidance to enable its personnel to 
both take advantage of the flexibility afforded by the agreements and 
protect the government's interests. DOD’s challenge is to reconcile 
conflicting perspectives to maximize the benefits of using Section 845 
agreements. Expediting this effort will help DOD personnel to identify 
opportunities to use and to better structure Section 845 agreements before 
the authority expires on September 30. 2001. 

With experience that DOD has gained from the use of Section 845 
agreements to date, there is a need to conduct a more rigorous analysis of 
the benefits from using Section 845 agreements. Existing information 
offers little in the way of useful indicators. Relevant indicators should be 
readily measurable and directly attributable to the agreement’s use. Some 
of DOD’s cited benefits, such as effecting cultural change, may not meet 
this test; others, such as attracting commercial firms providing cutting-edge 
technologies, would. Establishing a targeted set of valid metrics for which 
reliable data can be readily collected may impose less of a burden on DOD 
and contractor personnel than DOD’s current approach, as well as provide 
useful information to DOD in its oversight responsibilities and Congress as 
it considers the authority’s future. 


RoCOrnmondatiOnS assist DOD personnel in determining whether to use a Section 845 

agreement, we recommend that the Secretary of Defense provide updated 
guidance that lays out the conditions for using Section 845 agreements and 
provides a framework to tailor the terms and conditions appropriate for 
each agreement. Further, the Secretary of Defense should establish and 
require the use of a set of metrics, including the number of commercial 
firms participating in Section 845 agreements, which are measurable and 
directly related to the agreement’s use. These requirements should be in 
place in time to assist in the deliberations on whether to extend the 
authority past September 30. 2001. 


A26nCV ConUTlBIltS commenting on a draft of this report, DOD concurred with the need for 

° revised guidance to help determine when Section 845 agreements should 

be used. DOD plans to issue an updated guide by April 2000. While the 
substance of the guide is still being discussed, DOD stated that the 
guidance will refine the conditions for using Section 845 authority and will 
provide a framework for tailoring the terms and conditions for each 
agreement. 
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DOD partially agreed with the recommendation to establish and require the 
use of a set of metrics. DOD noted that it will continue to track the 
participation of commercial firms on Section 845 agreements and 
participants’ cost-share, and provide information on the agreements' 
impact on the technology and industrial base and new relationships and 
practices. As we note in the report, commercial firms participate in various 
levels of DOD projects. Consequently, it will be important that DOD 
continue to track the participation of such firms at both the prime and 
subcontractor levels. 

DOD expressed some concern, however, about establishing additional 
metrics, citing the difficulty in doing so and the potential for relying too 
heavily on only what can be quantified, DOD noted that it will continue to 
explore whether there are additional metrics that could be established that 
are measurable and directly related to the agreements' use. However, DOD 
did not establish any time frames for identifying these additional metrics. 
Without timely identification of these metrics, there may not be sufficient 
information that directly links the use of a Section 845 agreement to 
improved program outcomes before the authority expires on September 30. 
2001 . 


DOD’s comments are reprinted in appendix II. DOD also provided technical 
suggestions, which we have incorporated in the text where appropriate. 


Scope and 
Methodology 


To assess DOD’s use of Section 845 agreements, we determined 

• the extent to which DOD has used Section 845 agreements, 

• the benefits reported from their use, 

• how DOD tailored these agreements to address issues normally 
governed by standard contract provisions, and 

• DOD’s efforts to provide additional guidance on their use. 
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To determine the extent to which DOD has used Section 845 agreements, 
we reviewed DOD s annual reports for fiscal years 1994 through 1998 on its 
use of other transactions, as well as its February 1999 report that focused 
specifically on Section 845 agreements. From these reports, we identified 
95 agreements.^ We also included the two Section 845 agreements the Air 
Force awarded in October 1998 for the Evolved Expendable Launch 
Vehicle program. While these agreements were awarded in early fiscal year 
1999, we included them because (1) DOD’s financial commitment under 
these two agreements was significant and (2) we had expressed concern 
about the Air Force's plan to use other transactions on the program in a 
June 1998 report.^^ The conference report accompanying the DOD 
Appropriations Act, 1999, required the DOD Inspector General to certify 
that the use of other transaction authority was appropriate and that 
adequate safeguards exist to protect the government’s interest and monitor 
program performance. To minimize duplication of efforts, we relied on the 
Inspector General's work. 

We obtained copies of the 95 agreements awarded between fiscal year 1994 
and 1998, of the two Evolved Expendable Launch Vehicle agreements, of 
modifications that were awarded through December 1998, and of other 
pertinent data. Such data included the agreement officer’s analyses, legal 
reviews, and other pertinent information. 

To determine the benefits that were expected from using Section 845 
agreements, we reviewed the legislative history concerning the creation 
and extension of the authority as well as testimony provided by senior DOD 
officials in 1996. We reviewed the annual reports submitted by DOD to 
Congress on its use of other transactions, concentrating our efforts on the 
report provided in February 1999 that focused specifically on Section 845 
agreements. We reviewed the data provided on each agreement to 
determine the benefits that DOD components ascribed to using Section 845 
agreements on that project. After reviewing the data, we judgmentally 
grouped the reported benefits into various categories. We discussed with 
selected agreement officers their views on the expected benefits or 


” In Us February 1999 report to Congress on Section 845 agreements. DOD reported it 
awarded 111 Section 845 agreements between fiscal year 1994 and 1998. DOD's number is 
higher because it reported 16 options or task orders awarded under existing agreements 
separately. 

Evolved Expendable Launch Vehicle: DOD Guidance Needed to Protect Government 's 
Interests (GAO/NSIAD-98-151. June 11. 1998). 
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potential risks in using a Section 845 agreement. We also surveyed 
agreement officers to obtain their views on using Section 845 agreements, 
including whether they had established metrics. 

To determine how the agreements addressed various issues normally 
governed by standard contract provisions, we used the matrix contained in 
Part 52.301 of the Federal Acquisition Regulation to determine the clauses 
that would typically be included in either a fixed-price or cost-reimbursable 
research and development contract. We eliminated those clauses that were 
required only during the solicitation phase, were alternate versions of other 
clauses, or were optional, resulting in a universe of 169 clauses. Our final 
analysis focused on 25 clauses we considered the principal ones governing 
such areas as financial management, termination and dispute processes, 
intellectual property, government property, and subcontractor 
management. For each clause, we reviewed the legislative or regulatory 
background and assessed whether the pertinent statute or regulation was 
applicable to Section 845 agreements. We analyzed each of the 
97 agreements to determine whether the agreement included any of the 
25 clauses or contained language that addressed the area governed by the 
clause. We compared the agreement’s language with the standard contract 
clause to assess whether and how they differed. 

There is no consensus within DOD on what constitutes a commercial firm. 
Consequently, we relied on the DOD Inspector General's classification of 
recipients as either a traditional defense contractor or a commercial firm 
for our analyses. The Inspector General defined a commercial firm as one 
that had not performed research on cost-based contracts or been subject to 
an audit by the Defense Contract Audit Agency within the past 3 years. We 
did not provide agreement officers a definition of a commercial firm when 
we asked whether traditional defense contractors attracted commercial 
firms at the subcontract level. 

To determine DOD’s efforts to provide guidance on the use of Section 845 
agreements, we reviewed DOD and defense component guidance, including 
discretionary guidance issued by DOD in December 1998 on DOD’s 
Acquisition Deskbook and the guidance proposed by DOD in September 
1999. 

We also reviewed agreement files and discussed various issues with 
cognizant officials at the following locations: 


GAO/NSIAD-OO-33 Section 845 Agreements 





125 


B-281276 


• U.S. Army Communications - Electronics Command, Fort Monmouth, 
New Jersey; 

• Defense Advanced Research Projects Agency, Arlington, Virginia: 

• National Imagery and Mapping Agency, Bethesda, Maryland: 

• U.S. Navy Naval Air Systems Command, Patuxent River, Maryland: 

• U.S. Navy Naval Sea Systems Command, Arlington, Virginia: and 

• U.S. Navy Space and Warfare Systems Command, San Diego, California. 

To obtain the views on the benefits and risks of using Section 845 
agreements from the contractors' perspective, we interviewed contractor 
officials at the following locations: 

• Autometric. Incorporated. Springfield. Virginia; 

• California Microwave, Incorporated. Belcamp, Maryland: 

• Eastman Kodak Commercial and Government Systems, Rochester, New 
York; 

• Lockheed Martin Federal Systems. Owego, New York; 

• Raytheon Company. Falls Church, Virginia; 

• Rochester Photonics Corporation, Rochester. New York: 

• Signal Processing Systems. San Diego. California; 

• ThermoTrex Corporation, San Diego. California: 

• ViaSat, Incorporated, Carlsbad, California: and 

• VisiCom. San Diego. California. 

We also discussed the use of Section 845 agreements with representatives 
from the National Media Laboratory Strategic Alliance, a consortium of six 
contractors. We also discussed various issues with officials from the Office 
of the Director. Defense Procurement, Washington, D.C. 

We performed our review from September 1998 through January 2000 in 
accordance with generally accepted government auditing standards. 


We are sending copies of this report to the Honorable William S. Cohen, 
Secretary of Defense: the Honorable Louis Caldera, Secretary of the Army; 
the Honorable Richard Danzig, Secretary of the Navy; the Honorable 
F. Whitten Peters. Secretary of the Air Force; Dr. Fernando L. Fernandez, 
Director. Defense Advanced Research Projects Agency; Major General 
Timothy P. Malishenko. Commander. Defense Contract Management 
Command; Lieutenant General James C. King. Director, National Imagery 
and Mapping Agency; and the Honorable Jacob J. Lew. Director, Office of 
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Management and Budget. Copies will also be made available to other 
interested parties upon request. 

Please contact me at (202) 512-4841 if you or your staff have any questions 
concerning this report. Additional points of contact and key contributors to 
this report are listed in appendix HI. 



Katherine V. Schinasi 
Associate Director 
Defense Acquisitions 
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Appendix I 

Treatment of Selected Issues Under 
Section 845 Agreements 


Depending on such factors as the contract type' and dollar value, a 
Department of Defense (DOD) contract could incorporate more than 100 
Federal Acquisition Regulation and Defense Federal Acquisition Regulation 
Supplement clauses. These clauses Implement statutory or regulatory 
requirements involving Unancial management, termination and dispute 
processes, intellectual property rights, government property 
administration, and subcontractor management, among others. These 
requirements are intended to protect the government's and suppliers’ 
interests and to delineate each party's respective rights and 
responsibilities. DOD agreement officers indicated that in most cases a 
standard contract could have been used to execute efforts performed using 
a Section 845 agreement. However, as Section 845 agreements are generally 
not subject to the federal laws and regulations governing standard 
contracts, DOD contracting officials need not include the standard contract 
clauses that address these issues. We compared how the 97 Section 845 
agreements entered into by DOD through October 1998 addressed these 
issues in comparison to the approaches required by standard contract 
clauses. 


Financial Managomont contractors are subject to a variety of statutes and regulations governing 
° pricing and negotiation under standard DOD contracts. Three 

requirements— cost accounting standards, the cost principles specified 
under the Federal Acquisition Regulation, and the requirements prescribed 
under the Truth-In-Negotiations Act— are among the government's primary 
means of attempting to assure itself that it acquires goods and services at a 


' Contracts are grouped into two broad categories — fixed-price and cost-reimbursement — 
which differ according to the degree of responsibility assumed by the contractor for the 
costs of performance and the amount and nature of profit Incentive offered to the 
contractor for achieving or exceeding specified standards or goals. Fixed-price contracts 
are typically used when the risk involved is minimal or can be predicted with an acceptable 
degree of certainty; conversely, cost-reimbursement contracts are used when the 
uncertainties involved in contract performance do not permit costs to be estimated with 
sufficient accuracy. Measured by dollar value, about 80 percent of DOD's research contracts 
are cost-reimbursement. 
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fair and reasonable price on a cost-based contract.^ The government 
reserves the right to audit a contractor's books, records, accounting 
procedures, and other data to ensure compliance with these requirements, 
and to adjust a contracts price for noncompliance. 

We found that the financial management provisions typically used in 
Section 845 agreements provided contractors more flexibility in their 
business processes and were less prescriptive than standard contract 
clauses. With regard to accounting principles. 66 of the 77 agreements that 
would have been subject to cost accounting standards if a standard 
contract had been used were instead allowed to comply with generally 
accepted accounting principles, which are accounting principles widely 
used in commercial practice (see table 3) . 


^ There are 19 cost accounting standards that deal with (1) overall cost accounting matters; 
(2) classes, categories, and elements of cost: and (3) the treatment of indirect costs. The 
rules were Intended to achieve, among other things, more uniform and consistent practices, 
reduce the likelihood of the government being mischarged, and increase the reliability of 
contractor cost data. Part 31 of the Federal Acquisition Regulation articulates the cost 
principles and procedures for pricing contracts and subcontracts and their modifications. 
With certain exceptions, such as for commercial items, the Truth-In-Negotiations Act 
requires contractors and subcontractors to submit cost or pricing data before the award of 
negotiated contracts exceeding SSOO.OOO and certify that the data are accurate, complete 
and current. If such data are later found to be defective, the government may seek to reduce 
the contract's price, and under certain conditions seek civil or criminal penalties. 
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Table 3: Accounting Requirements 


Number of agreements by approach 


FAR clause 

Intent 

CHed FAR 
clause 

Used tailored 
clause 

Allowed use of 
GAAP 

Did not 
address 

Would not 
apply 

52.230-2; Cost 

Prescribes accounting 

3 

7 

66 

1 

18" 


accounting requirements to protect 

standards government from the risk of 

overpaying on cost-based 
contracts. Requires contractors to 
disclose and consistently follow 
accounting practices, permits 
government access to documents 
to assure compliance, and 
enables the government to adjust 
contract prices for failure to 
comply with disclosed practices. 


Note: Number of agreements may not total to 97 as information was not available to make a 
determination in all cases. 

‘GAAP stands for generally accepted accounting principles. 

"Cost accounting standards would not have applied even if a standard contract had been used due to 
various exemptions. 

Source: Our analysis. 

Similarly. 46 agreements in which agreement officers indicated that the 
contractor would have been required to submit certified cost or pricing 
data had they used a standard contract did not include the provisions 
requiring such data. As these data were not required, the agreements did 
not include clauses that would enable DOD to reduce the contract’s price if 
the data proved defective (see table 4). DOD personnel reported that 
among the techniques they used to evaluate the contractor’s proposed 
prices included 

• comparing a contractor’s proposed labor rates with industrywide 
averages obtained from commercial sources; 

• comparing the contractor’s proposed price with its published catalogue 
price and other sources, for similar services; and 

• obtaining cost and pricing data from the contractor and then, with the 
assistance of Defense Contract Management Command, Defense 
Contract Audit Agency or military personnel, evaluated the proposed 
cost and technical effort. 
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DOD personnel rarely used two other pricing-related clauses, which are 
intended to discourage contractors from including unallowable costs in 
DOD contracts or which provide the policy and procedures for disallowing 
such costs (see table 4). 


Table 4: Pricing-Related Issues 


FAR clause 

Intent 

Number of agreements by approach 

Cited Used 

FAR tailored Did not Did not 

clause clause address apply 

52.215- 10: Price 
reduction for 
defective cost or 
pricing data 

52.215- 12: 

Subcontractor cost or 
pricing data 

Provisions implement the Truth-In-Negotiations Act 
(10 U.S.C. 2306a). The act requires that prime contractors and 
subcontractors submit cost or pricing data supporting their 
proposed price for negotiated contracts exceeding certain 
thresholds and certify that the data were accurate, complete, 
and current. The clauses enable the government to reduce a 
contract's price if the submitted data were defective. 

0 

0 

46 

51" 

52,242-1: Notice of 
intent to disallow 
costs 

Prescribes policy and procedures for disallowing costs. 

1 

1 

76 

18 

52.242-3: Penalties 
for unallowable costs 

Clause discourages contractors from including unallowable 
costs in indirect cost rate proposals by providing notice that 
contractors including such costs may be subject to penalties. 

1 

0 

77 

18 


Note: Number of agreemenis may not total to 97 as Information was not available to make a 
determir>ation in ail cases. 

*DOO agreement officers reported that ^e clauses would not have been applicable even if a standard 
contract had been used, usually because the effort's dollar value fell below the threshold or there was 
adequate price competition. 

Source: Our analysts. 
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Almost all of the agreements — 92 of 97 — provided some form of audit 
capability, either by including the standard clause or employing a tailored 
clause (see table 5). Tailored clauses generally indicated that the recipient’s 
records were to be made available to the agreement officer or a designee; 
however, the tailored clauses generally did not include a requirement that 
the clause be included in subcontracts or provide GAO access to either the 
prime contractor s or its subcontractors' books and records.^ Five 
agreements did not include a provision providing for audits. 



Table 5; Audit Approaches 



Number of agreements by approach 

FAR clause 

Intent 

Cited FAR 
clause 

Used 

tailored 

clause 

Did not 
address 

52-215-2; Audit and 
records — negotiation 

Enables the government to exercise oversight on contracts. 
Requires contractors and subcontractors to maintain 
adequate records and to provide access to such records 
by the contracting officer and GAO. 

4 

68 

5 


Source: Our analysis. 

DOD currently provides contract financing on research contracts by two 
general means. On cost-type contracts. DOD generally reimburses 
contractors for costs they have incurred. These costs must comply with 
federal cost principles. Under fixed-price contracts, contractors may 
receive progress payments, whereby they are partially reimbursed by DOD 
for the work they have performed. Both financing methods enable the 
government to audit the contractor s request for payment. In contrast, 
nearly all Section 845 agreements used some form of milestone payments, 
similar to a performance-based progress payment^ (see table 6). Under this 
method, the government and the contractor establish various milestones 
(usually based on achievement of a technical event) and negotiate a price. 


^ The National Defense Authorization Act for Fiscal Year 2000 included a provision that 
requires DOD to provide for GAO's access to agreements that provide payments of 
$5 million or more. The act exempts agreements under certain circumstances and allows 
DOD to waive the requirement with prior notification to Congress and GAO. 

* Performance-based payments are not currently authorized for research contracts. In 
February 1999. however. DOD proposed a change to the Federal Acquisition Regulation to 
make such payments available for use on fixed-price research contracts. 
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Upon successful completion of the milestone, and review and approval by a 
designated DOD official, DOD generally pays the contractor the amount 
specified for the milestone. 



Table 6: Financing Approaches 



Number of agreements by approach 

FAR clause 

Intent 

Cited FAR 
clause 

Used 

tailored 

clause 

Used 

milestone 

payments 

52.232-16; Progress payments 

52.216-7: Allowable cost and 
payment 

Prescribes rules and procedures for invoicing and 
payment. Progress payment clauses are used on 
fixed-price contracts. \^lle allowable cost and 
payment clauses are used on cost-reimbursement 
contracts. 

6 

5 

86 


Source: Our analysis. 

The Federal Acquisition Regulation also provides several financing-related 
clauses that are intended to protect the government against violations of 
the Antideficiency Act (31 U.S.C. §1341), which prohibits government 
officials from creating or authorizing an obligation in excess of funds 
available or in advance of appropriations. Agreements generally did not 
include language that notified the contractor that not all funds were 
available to execute the agreement, as would a standard contract; on the 
other hand, most agreements included language that limited the 
governments obligation to the amount of funds DOD had obligated on the 
contract (see table 7). 
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Table 7: Financing-Related Issues 




Number of agreements by approach 

FAR clause 

Intent 

Cited 

FAR 

clause 

Used 

tailored 

clause 

Did not 
address 

Did not 
apply 

52.232-18; Availability 
of funds 

Provides notice that the government's liability under the 
contract is contingent upon the availaUlity of funds to be 
subsequently appropriated. 

0 

9 

59 

29® 

52.232- 20: Limitation of 
cost 

52.232- 22; Limitation of 
funds 

Requires contractor to noWy the government when costs to 
be incurred through the next 60 days will exceed 75% of a 
contract's estimated costs. Clauses are used on cost- 
reimbursement contracts, with specific clause depending on 
whether the contract is incrementally or fully funded. 

6 

72 

0 

18*“ 


NoIq: Number of agreements may not total to 97 as infermatJon was not available to make a 
determination in all cases. 

*Ttie clause would not have applied on 29 agreements because all funds were available at the time of 
agreement award. 

“Agreement officers indicated that they would have used a fixed-price type contract in 1 8 agreements; 
consequently, neither of the limitation clauses would have been applicable. 

Source: Our analysis. 


Termination and 
Dispute Procedures 


The Federal Acquisition Regulation provides the policies and procedures 
for terminating standard contracts and for resolving claims arising from 
those contracts. The regulation prescribes the use of clauses that provide 
DOD a right to terminate a contract, either for its own convenience or for 
default on the contractor’s part: discusses the rights and responsibilities of 
each party: and prescribes various procedures for audits, property 
inventories, and disposition, among other contract close-out procedures.® 
While the government’s policy is to try to resolve disputes at the 
contracting officer’s level, the regulation also provides that upon failure to 
reach a mutual agreement, the parties can seek further remedy as provided 


’ Under a termination for convenience, the contractor is compensated for the work done, 
including a reasonable profiL In a default termination, the government determines that the 
contractor has. or will, fail to perform its contractual obligations. Consequently, the 
government is not liable for the contractor’s costs on undelivered work and is entitled to 
repayment of funds provided for that work. However. DOD infrequently terminates research 
contracts. For example. DOD terminated only 24 research contracts in fiscal year 1998. 
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under the Contract Disputes Act of 1978, as amended.® This act provides 
the procedures and requirements for asserting and resolving claims arising 
under or related to a standard contract. For example, under the act, the 
contractor must submit claims in writing to the contracting officer within 
6 years after the events precipitating the dispute were known or should 
have been known. 

All 97 Section 845 agreements contained termination provisions (see 
table 8). Unlike a standard contract, however, 64 of the 97 agreements 
provided both DOD and the contractor the option of terminating an 
agreement, while 20 agreements provided DOD a right to terminate for 
convenience only. The agreements generally called for both sides to 
negotiate in good faith without detailing the specific procedures or steps. 


Table 8; Termination Procedures 


FAR clauses Irrtent 


52.249- 6: Termination 
(used on cost- 
reimbursement contracts) 

52.249- 2; Termination fbrthe 
convenience of the 
government (used on fixed- 
price contracts) 


Provide DOD the right to 
terminate a contract for 
convenience or defouit, 
and specify termination 
processes and 
procedures. 


52.249-9: Defauit 
(used on fixed-price 
contracts) 


Number of agreements by approach 


Provided DOD 
right to 

Cited terminate for 
FAR convenience or 
clause defauit 


Provided DOD 
right to 
terminate only 
for 

convenience 


Provided both 
contractor and 
DOD right to 
terminate for 
convenience 


0 4 20 64 


Other* 

8 


•Other indudes agreements that provided some other combination of termination rights. 

Source: Our analysis. 

Nearly all agreements called for an alternative dispute resolution process 
to resolve claims, which could include disagreements over termination 


Ml US.C, § 601-613. 
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expenses or other breach-of-contract issues (see table 9) . This approach 
generally provided for more limited time frames for making a claim than 
under a standard contract and provided that the final decision authority 
resided with a senior official within the DOD component making the 
award. While agreements noted that the decision was not subject to further 
administrative review, each party could seek further legal remedy. 



Table 9: Dispute Procedures 



Number of agreements by approach 

FAR clause 

Intent 

Cited FAR 
clause 

Used 

tailored 

clause 

Did not 
address 

52.233-1: Disputes 

Clause implements the Contracts Disputes Act, which establishes 
procedures and requirements for asserting arxl resolving 
contractor claims against the government. 

1 

96 

0 

Source: Our analysis. 


Int6ll6CtUal Property Maximizing the value and usefulness of intellectual property (which 
^ includes patents and technical data) often requires a balancing of 

competing interests. For example. DOD may need to obtain or to have 
access to data produced or used during the performance of its contracts to 
carry out its mission and programs. However, contractors have expressed 
concerns that providing the government rights to certain data could 
decrease their competitive advantage and have cited intellectual property 
provisions as a reason for not accepting government research funding. 

The governments genera! policy regarding patent rights in inventions 
developed with federal assistance is reflected in legislation commonly 
referred to as the Bayh-Dole Act.’' To facilitate the commercialization and 
public availability of inventions, this act enables small businesses, 
nonprofit organizations, and certain contractors operating government- 
owned laboratories to obtain title to and profit from inventions created 
under federally funded research projects. In 1987, Executive Order 12591 
essentially extended these privileges to large businesses. To obtain these 
rights, a contractor must follow certain reporting requirements, including 


’ 35 U.S.C. § 200 et seq . 
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notifying the funding agency of an invention, informing the agency that it 
intends to take title to the invention, filing a patent application, and 
providing the government a royalty-free license. The government may 
acquire title to the invention if the contractor fails to follow these 
requirements. 

DOD's policy is to acquire only the technical data, and the rights in that 
data, necessary to satisfy DOD’s needs. Toward that end, contracting 
officers, among other things, are to specify the data DOD needs at the 
beginning of an effort and negotiate rights to that data commensurate with 
the government’s needs. In general, the government obtains unlimited 
rights when technical data were developed or created exclusively with 
government funds, government purpose rights when the data were created 
with mixed funding, and limited rights when the data were created 
exclusively at private expense. 

DOD personnel used the standard intellectual property clauses more 
frequently than any other clauses we evaluated. Overall. DOD personnel 
included the standard patent clause in 25 agreements and included Che 
standard data rights clause in 19 agreements (see table 10). The standard 
clauses were generally incorporated in agreements awarded to traditional 
defense contractors: only one of the agreements awarded to commercial 
firms included the standard contract provisions. For agreements that used 
tailored clauses. DOD generally extended the time frames for the 
contractor to provide such rights, acquired more limited rights, or in 
certain cases, declined the rights altogether. 

The government encourages the use of inventions in performing its 
contracts and may allow the contractor to infringe upon patents if it is 
believed necessary. To ensure that work under a contract is not stopped by 
allegations of patent infringement, the use of an authorization and consent 
clause enables a contractor to use patented inventions in executing the 
contract; in turn, the patent owner may seek monetary compensation in the 
U.S. Court of Federal Claims from the government. In 23 agreements, DOD 
personnel included the standard provision or a tailored clause providing 
such authorization. 
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Table 1 0: Patent and Data Right Approaches 


Number of agreements by approach 
Used 


FAR clause 

Intent 

Cited FAR 
clause 

tailored 

clause 

Did not 
address 

Patent rights 

52.227- 11: Patent rights— 
retention by contractor (applies to 
small business and nonprofit 
organizations) 

52.227- 12: Patent rights — 
retention by contractor (applies to 
firms that are not small 
businesses or nonprofit 
organizations) 

Clauses implement the Bayh-Dole Act, the purpose of 
which is to promote the use of inventions arising in 
federally funded research in the commerdai 
marketplace and to provide the government with 
licenses to such inventions. Small businesses are 
generally provided more time to elect whether to retain 
title to inventions and are subject to fewer reporting 
requirements. 

25 

71 

1 

52.227-13; Patent rights— 
Acquisition by the government 
(generally applies to vi'ork 
performed outside of the United 
States) 





Data rights 

52.227-14: Rights in data-general 

Provides for the allocation of data rights under a 
contract. If the government funds the effort, the 
government generally is provided unlimited data rights. 
Clause may be tailored when the contractor 
contributes substantial funds or resources. DOD 
components are generally required to use the related 
Defense Federal Acquisition Regulation Supplement 
clauses. 

19* 

78 

0 

Other related clauses 

52.227-1: Authorization and 
consent 

Clause authorizes the contractor to use patented 
inventions and protects the government from work 
stoppage due to claims of patent infringement. The 
government generally assumes liability for patent 
infringement. 

20 

3 

74 


’Includes agreements that cited ^plrcable Defense Federal Acquisition Regulation Supplement 
provisions. 

Source: Our analysis. 


Government Property 
Administration 


Government property includes not only that property directly furnished by 
the government to the contractor, but also the property acquired by the 
contractor to which the government has title. The DOD Inspector General 
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reported that contractors had custody of about $91 billion of government 
property in fiscal year 1997. The Federal Acquisition Regulation prescribes 
the policies and procedures for providing government property to 
contractors, including the contractor's use, management, and disposal of 
the property. Contractors have expressed concerns that DOD’s approach to 
government property administration involves excessive documentation 
and oversight, thereby increasing the cost of performing DOD contracts. 
DOD, the General Services Administration, and the National Aeronautics 
and Space Administration, proposed a change to the regulations in January 
2000 that is intended to simplify procedures, reduce recordkeeping, and 
eliminate requirements related to government property administration. 
Under this change, contractors will be provided the option of managing 
government property using the same practice the contractors use to 
manage their own property. 

In Section 845 agreements. DOD personnel used a mix of standard and 
tailored clauses to address government property administration (see 
table U). Eleven agreements with traditional defense firms included the 
standard contract provision. Forty-six agreements, representing a mix of 
traditional defense contractors and commercial firms, included a tailored 
provision allowing contractors to use best commercial practices. In three 
agreements in which government property was provided or acquired, the 
agreement officer did not include a property clause. 


Tabis 11: Government Property Approaches 



Number of agreements by approach 

FAR clause 

Intent 

Cited 

FAR 

clause 

Used 

tailored 

clause 

No 

property 

provided or Did not 
acquired address 

52.245- 2: Government property 
ifixed-price contracts) 

52.245- 5: Government property 
(cost-reimbursement contracts) 

Prescribes policy and procedures for providing 
government property to contractors arxl for the 
contractor's use. management, accounting, and 
disposition of such property. 

11 

46 

34 3 


Note: Number of agreemenls may nottotalto 97 as information was not available to make a 
determinatbn in all cases 
Source; Our analysis. 
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Subcontractor 

Requirements 


DOD subcontractors often face the same type of government-unique 
requirements as prime contractors. Certain requirements, such as those 
aimed at increasing competition or providing the government the authority 
to approve a subcontract, are mainly imposed upon prime contractors. 
Other requirements, such as those requiring the submission of certified 
cost and pricing data or audits, require the prime contractor to include a 
similar provision in its subcontracts, if applicable. 

We found that DOD's Section 845 agreements generally relaxed 
subcontractor-related requirements. For example, only two agreements 
included a clause that enables the government to review the contractor’s 
selection of certain subcontractors. Similarly, only 5 agreements required 
that the prime contractor use competitive procedures to select and award 
subcontracts, while 15 agreements specifically authorized the prime 
contractors to waive competition requirements (see table 1 2) . Unless the 
agreement incorporated the standard contract clause, the agreements 
generally did not require prime contractors to require subcontractors to 
comply with standard audit requirements. 


Table 12: Subcontractor-Related Requirements 


PAR dause 

Intent 

Number of agreements by approach 

Cited Used 

PAR tailored Did not Not 

clause clause address applicable 

52.209-6: Protecting the 
government's interest when 
subcontracting with contractors 
debarred, suspended, or 
proposed for debarment 

Prohibits federal agencies from allowing a 
party to participate in any procurement or 
nonprocurement activity if the party is 
debarred, suspended, or otherwise exclude. 

1 

0 

96 0 

52.244-2: Subcontracts 
(cost-reimbursement contracts) 

Requires contractor to obtain government 
consent before awarding subcontracts, 
depending on the complexity of the efibrt and 
subcontract type and value. 

2 

0 

75 18 

52.244-5: Competition in 
subcontracting 

Generally requires contractors to select 
subcontractors on a competitive basis. 

0 

5 

87* 5 


Note; Number of agreements may not total to 97 as information was not available to make a 
determination in atf cases- 

‘Includes 15 agreements in which competition requirements were specifically waived. 
Source; Our analysis. 
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or THE UNDER SECRETARY OF DEFENSE 

3000 DEFENSE PENTAGON 
WASHINGTON DC 20301-3000 


March 6, 2000 


Me. Katherine V. Schinaai 
Associate Director 
Defense Acquisition issues 

National Security and International Affairs Division 
U.S. General Accounting Office 
Washington DC 20548 

Dear Ms. Schinaei: 

This is the Etepartaient of Defense (DoD) response to the GAO draft 
report. ‘ACOUISmON REFORM: DoD's Guidance on Using Section 845 
Agreements Could be Iiqproved, * dated February 3, 2000 (GAO Code 
707381/OSD Case 1944) . 

I appreciate the opportunity to conment on the draft report. 
‘Other Transactions* are a valuable tool that have been used 
successfully tv the Oepaxcneot to attract innovative conmercial 
coR^anies that nomally do not con^ete for our business and to test 
creative contracting strategies with traditional defense fims. While 
the use of 'other transactions' has been limited, 1 believe we have 
used the authority as Congress intended. 

The Departstent wants to nurture and encourage the creativity 
permitted by this authority, while assuring we protect the 
Government's interests in such transactions. To aceomplish this, the 
Department published a Guide in December 1996 that addressed hey areas 
that should be considered when using this authority. In September 
1999, the USD(AT8L) initiated an effort to refine the guide and plans 
to issue an updated guide by l^ril 2000. I believe this approach is 
consistent with GAO'S reconatendaeion fox additional guidance and is 
further discussed in our enclosed detailed coRBnents on the GAO 
recoranendations . 

Sincerely, 

R.D. Kerrins, Jr. 

Colonel. U.S. Army 
Acting Director, Defense 
Procurement 

Enclosure: 

As stated 


o 
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GAO DRAn REPORT DATED FEBRUARY 3, 2000 
(GAO COES 7073B1) OSD CASE 1944 

■■ACOUXSlTYCm REFORM: DOD'S OUIDAHCS CHI USING 
SECTIOM 645 AGREEHDITS COULD BE IMPROVED" 

QSPARTMEMT OF DEFENSE COWEMTS 
TO TEE GAO RBCOKHENDATIOHS 

RECCBMENDATIOH 1 : The GAO recoffioends that the Secretary of Defense 
provide guidance that lays out the conditions for using Section 845 
agreements and provides a franeworic to tailor the terms and 
conditions appropriate for each agreement. The GAO states that the 
requirements should be in place in time to assist in the 
deliberations on whether to extend the authority past September 30, 
2001. 

POD RESPONSE : Concur. In December 1998, a Guide on the use of 
Section 645 "Other Transactions" was made available in the DoD 
Deskbook internet site. The "other transactions" reviewed by the 
GAO were awarded prior to the Guide being issued. In September 
1999. the iftider Secretary of Defense for Acq^iisition, Technology and 
Logistics. USO(AT&L), requested comments on the Guide based on 
experience gained during the three years the authority has been 
available beyond the Defense Advanced Research Projects Agency. 

Extensive coiments were received from both within the 
Department and industry associations. The comments are currently 
being considered for inclusion in an updated guide expected to be 
issued by April 2000. The updated guide will refine the conditions 
for using section 84S authority and refine the framework to tailor 
the terms and conditions appropriate for each agreement. I envision 
that the guide will initially be issued by a policy memoranduni, that 
will be superceded within 90 days after issuance by a DoD 
instruction. 

RECOMHENDATIOH 2 : The GAO recommends that the Secretary of Defense 
establish and require the use of a set of metrics, including the 
number of commercial firms participating in Section 845 agreements, 
which are neaeurable and directly related to the agreement's use, 

The GAO states that the requirements should be in place in time to 
assist in the deliberations on whether to extend the authority past 
September 30, 2001. 

DOD RESPONSE : Partially concur. The updated guide will include an 
updated definition to measure the participation of new entrants. 
Though the Department has not officially revised the definition of 
•first-time DoD contractor" established by the Director of Defense 
Procurement’s memorandum of October 16, 1997, the Department has 
tracked new entrants and identified participants below the prime 
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Appendix II 

Cominents From the Department of Defense 


OJU) ORA7T RSPOBT DXTED FEBRUARY 3, 2000 
(GAO COQB 707381) OSD CASE 1944 

"ACQUlSXTIOft REFORM: DOD’S 8UIDAHCE OM USIBQ 
SECTZOB 845 AOREEKENTS COULD BE IMPROVED" 

DEPARntEMT OP DEFENSE COMMENTS 
TO THE OAO RSCOMHENDATIOHS 

level to the Inspector General. In a February 2000 Report to 
Congress, the USD(AT&L) reported on the extent o£ new entrant 
participation. Our analysis indicates that approximately 36% of the 
Fiscal Year (FY) 1994-1998 agreements involved the participation of 
new entrants and that approximately 30% of the FY 1999 agreements 
involved new entrants. Of the 141 agreements awarded in FY 1994- 
1999, 18 or approximately 13% were awarded to new entrants as 
primes, of the 475 total identified number of primes and 
participants (includes educational institutions, government entities 
and duplicative entities), 119 or 25% are considered to be new 
entrants. It is only reasonable to expect that the main players in 
weapons and weapons related prototyping will be traditional defense 
contractors, especially at the prime level. The Department belie\'e3 
the use of ‘other transactions* is a direct contributor to the 
progress made here in attracting new entrants to weapons and weapons 
related prototyping and will continue to track new entrants. 

The Department previously explored whether there were 
additional metrics that are" measurable and directly related to the 
agreement's use. We found, as the GAO draft report recognizes, that 
it is difficult to establish metrics that are directly related to 
the use of an ’other transaction*. In addition, many of the 
benefits attributed to the use of this authority do not lend 
themselves to quantifiable metrics. Requiring Che use of a set o£ 
metrics sounds like a reasonable way to measure benefits, but could 
result in too much emphasis being placed on these measures while 
overlooking other benefits that do not lend themselves to 
quantifiable metrics. 

Statute requires the Department to submit an annual report to 
Congress that addresses the extent of cost sharing from non-federal 
sources, the extent the use of an 'other transaction* has 
contributed to a broadening of the technology and industrial base 
available for meeting DoO needs, and the extent the use of an "ocher 
cransaccion* has fostered within the technology and industrial base 
new relationships and practices that support the national security 
of the United States. In addition, USD(AT&L) has provided 
Congressionally-requested reports in February 1999 and February 2000 
on the use of this authority. Our review and the GAO’s review of 
the reported reasons for using this authority and the associated 
benefits, did not surface any obvious set of additional quantifiable 
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Appendix II 

Comments From the Department of Defense 


GILO DRAFT RZPORT DATBD FEBROART i, 2000 
(GAO COES 7073B1) OSD CASE 1944 

-ACatnSITION REFORM: DOD'S GCinABCB ON USDRS 
SECTION S4S AGREEMENTS COULD BE IMPROVED' 

DEPARTMENT OF DEFENSE COMNSNTS 
TO TEE GAO RECOMMENDATIONS 


metrics that could be established that are measurable and directly 
related to the agreements use. 

Thus, the measures that DoD will continue to track include the 
extent of new entrant participation, participant cost-share, and the 
statutorily required reporting of inpacts on the technology and 
industrial base and new relationships and practices. DcD will 
continue to explore whether there are additional metrics that can be 
added later to the guide that are measurable and directly related to 
the agreements use. 
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INSPECTOR GENERAL 

DEPARTMENT OF DEFENSE 
400 ARMY NAVY DRIVE 
ARUNQTON, VIRGINIA 22202-2884 


December 27, 1999 


MEMORANDUM FOR DIRECTOR, DEFENSE RESEARCH AND ENGINEERING 
DIRECTOR, DEFENSE PROCUREMENT 

SUBJECT : Audit Report on Costs Charged to Other Transactions 
(Report No. D-2000-065) 


We are providing this redacted audit report for public release. The For Official 
Use Only report contained contractor proprietary information. We considered 
management comments on a draft of this report when preparing the final report, 

DoD Directive 7650.3 requires that all findings and recommendations be 
resolved promptly. We request the Directors, Defense Research and Engineering and 
Defense Procurement, provide additional comments on the recommendations by 
February 28, 2000. 

We appreciate the courtesies extended to the audit staff. For additional 
information on this report, please contact Mr. Raymond A. Spencer at (703) 604-9071 
(DSN 664-9071) (rspencer@dodig.osd.mil) or Mr. Roger H. Florence at 
(703) 604-9067 (DSN 664-9067) (rflorence@dodig.osd.mil). See Appendix H for the 
report distribution. The audit team members are listed inside the back cover, 

David K. Steensma 
Deputy Assistant Inspector General 
for Auditing 
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Office of the Inspector General, DoD 

Report No. D-200ft-065 December 27, 1999 

(Project No. 7AB-0051.01) 

Costs Charged to Other Transactions 


Executive Sununary 


Introduction. This audit was a joint effort involving the Inspector General, DoD, and 
the Defense Contract Audit Agency. The Inspector General, DoD, had overall 
cognizance for this review. 

Other transactions are instruments other than contracts, grants, and cooperative 
agreements that are used to stimulate or support research or acquire 
a prototype. Other transactions were authorized to reduce barriers to commercial firms 
in DoD research, to broaden the technology and industrial base available to DoD, and 
to foster new relationships and practices within the technology and industrial base that 
supports national security. Other transactions are generally not subject to statutes or 
regulations associated with contracts, grants, or cooperative agreements. 

The authority to use other transactions for a research project is in section 2371, title 10, 
United States Code, “Research Projects: Transactions Other Than Contracts and 
Grants.” Section 845 of the National Defense Authorization Act for FY 1994 
augmented the other transaction authority to allow development of prototype projects 
that are directly relevant to weapons or weapon systems. 

From October 1, 1989, to October 16, 1998, the DoD issued 302 other transactions for 
research or [trototype development, with a total Government and contractor value of 
about $7 billion. This is the first review of contractor costs charged to other 
transactions in the 10 years of the authority. 

Objectives. The overall audit objective was to review the financial and cost aspects of 
other transactions. Specifically, we reviewed the costs charged to the other transactions 
by the participating contractor(s), and identified whether cost shares were being met. 
E)uring the audit, we also quantified the number of contractors participating in other 
transactions. 

Results. The management of the financial and cost aspects of other transactions needed 
improvement. 

• Issues were identified with $83.4 million (27 percent) of the $304.3 million 

contractor cost share for research other transactions. DoD inappropriately accepted 
$60.2 million of prior independent research and development, $19.7 million of 
research funded by the Government, and $3.5 million for duplicative equipment 
depreciation as contractor cost share. No similar issues were identified with 
prototype other transactions. As a result, research contractors were allowed to 
reduce their actual cost share and risks under the other transaction. Further, access 
to records needs to be clarified and standardized in regulations (Finding A). 



• DoD officials were not always aware of the actual cost to the Federal Government for other 
transactions. This occurs because portions of contractors cost contributions for other 
transactions were allocated to other Government contracts through indirect charges of 
contractor independent research and development costs. As a result, the Feder^ 
Government, in some cases, paid a greater cost share than shown for the other transactions, 
and although not required, DoD reports to Congress did not fully disclose the actual costs 
to the Federal Government for other transactions (Finding B). 

• Research contractors’ accounting treatment of cost shares was inconsistent, and contractors 
did not always use provisional overhead rates for other transactions. As a result of the 
accounting treatment, 10 contractors were in technical violation of Cost Accounting 
Standards for their ofeer Government contracts, and DoD was prematurely charged at least 
$850,000 more than if DoD provisional overhead rates had been used. Also, the majority 
of research contractors did not identify benefits from using other transactions (Finding C). 

Summary of Recommendations. We recommend that the Directors, Defense Research and 
Engineering and Defense Procurement, issue other transaction guidance in DoD directives, 
instructions, or regulations. The guidance should preclude the use of Government-funded 
research as contractor cost share; provide for reasonable use charge of contractor assets; 
identify how to design an access-to-records clause; identify the roles and responsibilities of the 
Defense Contract Audit Agency; provide agreement officers training on the effects of 
independent research and development reimbursement on contractor cost shares, require 
agreement officers to inform the administrative contracting officer and the Defense Contract 
Audit Agency of the award of an other transaction for their review for potential inconsistent 
accounting treatment of cost shares, and require contractors to use DoD-approved overhead 
rates when available. In addition, reports to Congress for other transactions should show the 
effect of independent research and development reimbursements on contractor cost share. 

Management Comments. The Directors, Defense Research and Engineering and Defense 
Procurement, generally agreed with the recommendations except for the ones related to use of 
the Defense Contract Audit Agency and the effect of independent research and development 
costs. The Directors agreed there was a role for the Defense Contract Audit Agency m other 
transactions but did not agree the role should be as broad a requirement to cite the need to use 
the audit agency for any required review of contractors. They also disagreed there was a need 
for training on the effects of independent researdi and development reimbursements and 
showing in reports the effect of the reimbursements on contractor cost share. A discussion of 
management comments on the recommendations is in the Findings section of this report, 
comments on the findings and audit responses are in Appendix G, and the complete text is in 
the Management Comments section. 

Audit Response. The recommendations on use of the Defense Contract Audit Agency for 
other transactions, when needed for audits, will only help improve the management of other 
transactions. Further, training on the effects of independent research and development costs 
can only assist the personnel negotiating other transactions and disclosure of the costs will only 
help the DoD explain how other transactions work. We request clarification on the planned 
corrective actions for recommendations management concurred with and reconsideration of 
management’s position on other recommendations. Comments from the Directors, Defense 
Research and Engineering and Defense Procurement, are requested by February 28, 2000. 
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Background 


History. Other transactions are instruments other than contracts, grants, and 
cooperative agreements that are used to stimulate, support, or acquire research 
or prototype projeas. Other transactions were authorized as a way to encourage 
commercial firms to join with the DoD to advance dual-use technology, to 
broaden the technology and industrial base available to DoD, and to foster new 
relationships and practices within the technology and industrial base that 
supports national security. Other transactions are generally not required to 
comply with statutes or regulations that are ^plicable to contracts, grants, or 
cooperative agreements. Other transactions do not impose the requirements of 
the acquisition regulations established for contracts, including the Federal 
Acquisition Regulation and its Supplements, and Cost Accounting Standards. 

Research Other Transactions. In 1989, Congress enacted section 2371, title 
10, United States Code (10 U.S.C. 2371), which authorized the use of other 
transactions for basic, applied, and advanced research projects. Congress 
enacted 10 U.S.C. 2371, “Research Projects: Transactions Other Than 
Contracts and Grants," as a 2-year pilot program for the Defense Advanced 
Research Projects Agency (DARPA). The National Defense Authorization Act 
for FY 1991 broadened the authority to include the Military Departments and 
made the authority permanent. In issuing other transactions, the Military 
Departments and Defense agencies must ensure that DoD funding does not 
exceed that provided by the nonGovernment parties to the maximum extent 
practical, and that the research should not duplicate efforts already performed. 
Research other transactions are usually issued to a consortium consisting of 
private companies, not-for-profit agencies, universities, and Government 
organizations (hereafter, contractor(s)). Blesearch other transactions are used to 
support or stimulate research and may be used when it is not appropriate or 
feasible to use a standard contract, grant, or cooperative agreement. 

Prototype Other Transactions. The National Defense Authorization Act of 
FY 1994, section 845, augmented the other transactions authority to allow the 
use of the authority for prototype projects directly relevant to weapons or 
weapon systems. Section 845 was a 3-year pilot program allowing DARPA to 
use other transactions for prototype projects. The National Defense 
Authorization Act of FY 1997, section 804, further broadened the authority to 
include the Secretaries of the Military Departments and other officials 
designated by the Secretary of Defense. The authority to use prototype other 
transactions was extended until September 30, 2001. A prototype other 
transaction does not require cost sharing by the contractor(s), requires the use of 
competitive procedures to the maximum extent practical, and may be used even 
when a traditional contract would be feasible or appropriate. In FY 1997, the 
Commercial Operations and Support Savings Initiative (COSSI) Program started 
using prototype other transactions to develop commercial products to reduce 
system costs. Thirty of the 97 prototype other transactions awarded, valued at 


1 


154 


$102 million, were for the Commercial Operations and Support Savings 
Initiative Program. Fimds were not appropriated for COSSI in FY 1998; 
however, funds were appropriated for FY 1999. 

DoD Guidance for Using Other Transactions. DoD guidance for other 
transactions is determined by whether the principal purpose of the other 
transactions is to support or stimidate research or to develop a prototype. The 
Director, Defense Research and Engineering (DDR&E), is responsible for other 
transaction guidance for research. The Director, Defense Procurement (DDP), 
is responsible for other transaction guidance for prototype development. 

Research Other Transaction Guidance. In 1994, the DDR&E issued 
interim guidance to the Military Departments and DARPA on using research 
other transactions to support or stimulate research efforts. The DDR&E 
updated the 1994 guidance in memorandums issued in December 1997, March 
1998, and February 1999, as a result of legislative changes and lessons learned 
by using the agreements. The updated guidance adopted the term “technology 
investment agreements” for other transactions and cooperative agreements used 
by DARPA and the Military Departments. The DDR&E plans to incorporate 
the memorandum guidance in DoD 3210. 6-R, “DoD Grant and Agreement 
Regulations,” April 1998. 

Prototype Other Transaction Guidance. In his memorandum of 
December 14, 1996, “10 U.S.C. 2371, section 845, Authority to Carry Out 
Certain Prototype Projects,” the Under Secretary of Defense for Acquisition and 
Technology issued guidance for prototype other transactions. The memorandum 
implemented statutory requirements, established reporting requirements, and 
emphasized the importance of good business sense and appropriate safeguards to 
protect the Government’s interest. The memorandum also lists statutes that may 
not necessarily apply to section 845 other transactions. In October 1997, the 
DDP issued a memorandum providing guidance for assigning identification 
numbers and collecting data for section 845 other transactions. On October 23, 
1998, DDP issued a memorandum in response to Inspector General, DoD, 
recommendations. The October 1998 memorandum required agreement officers 
to adjust payable milestones when necessary, ensure receipt of progress reports, 
and to ensure that final technical reports are sent to a central depository. The 
Defense Acquisition Deskbook includes a guide that contains nomnandatory 
procedures for using prototype other transactions. 

DoD Directive System. DoD Directive 5025.1, “DoD Directive 
System,” June 24, 1994, states that policy memorandums must be reissued as 
DoD issuances within 90 days. Because the memorandums were never 
incorporated into a DoD directive, instruction, or regulation, the guidance in the 
memorandums on research and prototype projects is nomnandatory. As a result, 
public law applicable to other transactions is the only mandatory guidance. 

Even though the Federal Acquisition Streamlining Act of 1994, required the 
Secretary of Defense to issue regulations on other transactions, none were 
issued. 
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Use of Other Transactions. The Military Departments, DARPA, and Defense agencies 
issued other transactions for research (10 U.S.C. 2371) and prototypes (10 U.S.C. 2371, 
section 845), as shown in Table 1. Appendix B provides the details by awarding 
organization as repotted to Congress. 


Table 1. Research and Prototype Other Transactions Issued 


FY 1990-1995 
2371 845 


96 7 


Value 
(millions) 
$1,814.3 $306.9 


FY 1996 
2371 845 

35 8 

$430.7 $55.2 


FY 1997 

2371 

845 

16 

45 


$148.6 $360.0 


FY 1998 
2371 845 

58 37‘ 


Total 


2371 

845 

205 

97' 


$499.3 $3,384.9' $2,892.9 $4,107.0' 


The Inspector General, DoD, developed a database of other transactions issued by DoD. 

In the database, participating contractors were classified as traditional or new contractors 
performing services for DoD based on whether the Defense Contract Audit Agency had 
performed incurred costs or related reviews at the contractor location. We also searched 
the Defense Contract Action Data System (DD350) to determine whether the contractors 
performed research on cost-type contracts with DoD. The Inspector General, DoD, 
database reflects all FY 1990 to FY 1997 other transactions and modifications as of 
September 30, 1997, and initial awards in FY 1998. Participating contractors or 
subcontractors were identified from the original other transaction or later modifications. 
Table 2 shows the DoD cost shares going to new and traditional DoD contractors. For 
research other transactions, cost shares were based on the funds provided by contractors as 
identified in the agreements. For prototype other transactions, the DoD cost share was 
equally divided by the number of participating contractors because the other transaction did 
not always identify the DoD cost share provided to each participating contractor. 


‘Includes two prototype other transactions issued October 16, 1998, for the Evolved Expendable Launch 
Vehicle program by the Air Force that had FY 1998 agreement numbers with a DoD and contractor value of 
$3.0 billion. 
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Table 2. Participation by New and Traditional Contractors 

DoD Cost DoD Cost Share to DoD Cost Share to 
Type of Other Share New Contractors Traditional Contractors 


Transaction 

(■millions) 

(millions) 

percent 

(millions) 

percent 

Research 

$1,532 

$429 

28.0 

$1,103 

72.0 

Prototype^ 

$2,102 

$115 

5.0 

$1,987 

95.0 

Total 

$3,634 

$544 


$3,090 



One of the reasons that other transactions are used for research is to obtain services 
from the commercial sector, which normally does not do business with the Government 
because of Government procurement regulations and policies. Tables 3a and 3b 
provide the totals of new contractors and traditional contractors from FYs 1990 through 
1998 for research and prototype other transactions. Appendix C provides the total of 
new contractors by fiscal year. 

An analysis of the research other transactions shown in Table 3a shows that 25 percent 
of all contractors that participated in the research agreements were new contractors. 

The remaining 75 percent of the research participants were traditional Defense 
contractors or nonprofit universities or organizations. 

Prototype other transactions rely more heavily on traditional DoD contractors (Table 2 
and Table 3b). In addition, on February 27, 1999, in response to the Strom Thurmond 
National Defense Authorization Act for FY 1999, DoD submitted a report to the 
congressional Defense Committees on the use of prototype other transactions that 
identified the number of other transactions issued and DoD and contractor cost-share 
contributions. 


^ Included in the prototype values are the two other transactions issued October 16, 1998, for the Evolved 
Expendable Launch Vehicle program by the Air Force. The Air Force cost contribution was 
$500 million to each contractor, and the two contractors planned to contribute a total of $2 billion. 
Excluding this program from the prototype values in Table 2 would result in a DoD cost share to new 
contractors of 10 percent (as opposed to 5 percent) and 90 percent (as opposed to 95 percent). 
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Table 3a. New and Traditional Contractor Participation 
for Research Other Transactions 



1990-1993 

1994 

1995 

1996 

1997 

1998 

Total 

New Contractors (Net)‘ 

29 

54 

41 

23 

7 

26 

180 

New Contractors (Total)^ 

30 

58 

53 

25 

9 

28 

203 

Traditional 








Contractors (Total) 

104 

168 

132 

95 

31 

77 

607 

Total Contractors 

134 

226 

185 

120 

40 

105 

810 


' New contractors that had not done cost-based research and development with DoD previously. New 
contractors are counted only once even if they participated in more than one other transaction. 

^ Total of new contractors that had not performed cost-based research and development before. A new 
contractor is counted more than once if performing on more than one other transaction. 


Table 3b. New and Traditional Contractor Participation 
for Prototype Other Transactions 



1994 

1995 

1996 

1997 

1998 

Total 

New Contractors'’’ 

0 

2 

2 

32 

24 

60 

Traditional 

Contractors (Total) 

10 

16 

39 

66 

93> 

224 


' New contractors that had not done cost-based research and development before. 

’ There were no duplicate contractors. 

’ Includes the two prime contractors for the Evolved Expendable Launch Vehicle program. 

Officials in the Office of the Secretary of Defense believe that one sign of 
success of other transactions is demonstrated by the number of agreements that 
have new contractor participation. Table 1 identifies that 205 research other 
transactions were issued from FY 1990 through FY 1998. Of the 205 research 
other transactions, 114 included a new contractor that had not previously 
participated in a cost-type effort with DoD. Table 1 also identified that 
97 prototype agreements (including the 2 other transactions for the Evolved 
Expendable Launch Vehicle program) were awarded. Of the 97 prototype other 
transactions, 88 included traditional DoD contractors and 34 included a new 
contractor. 
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Objectives 


The overall audit objective was to review the financial and cost aspects of other 
transactions. Specifically, we reviewed costs charged to other transactions by 
contractor(s), and identified whether cost shares were being met. During the 
audit, we also quantified the number of contractors participating in other 
transactions. Appendix A describes the audit scope and methodology and prior 
audit coverage. 
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A. Contractor Cost Sharing 

We reviewed five research other transactions that had a contractor cost 
share of $304.3 million and identified issues of concern ivith 
$83.4 million (27 percent). The issues involved DoD acceptance of 
$60.2 million of contractor prior independent research and development 
(IR&D), $19.7 million of research funded by the Government, and 
$3.5 million for duplicative equipment depreciation as contractor cost 
share. We did not identify these issues for the two prototype other 
transactions included in this review. The research other transactions 
issues partly resulted from the DARPA interpretation of 10 U.S.C. 2512 
(since repealed) as it related to contractor cost share, and a lack of 
definitive guidance and oversight of the process. As a result, the reports 
to Congress did not identify the reduced contractor cost share and risk 
under die other transactions, and the reports understated the cost to the 
Federal Government for research efforts. 

Background 

Secdon 2371, dde 10, United States Code (10 U.S.C. 2371), requires cost 
sharing by contractors for research other transactions whenever practical; cost 
sharing for prototype other transactions is not required. Cost sharing is required 
to share the cost risks associated with research efforts and to ensure that 
contractors have a vested interest in the effort’s success. Contractor cost 
sharing may consist of cash, cash equivalents, in-kind contributions, or current 
IR&D contributions. Cash equivalents represent the cost of acquiring material, 
buying equipment, and paying for labor costs associated with the research 
effort. In-kind contributions can also include labor cost, leases, special 
equipment, the value of goods and services, and the value of previously 
developed software or intellectual property. Current IR&D contributions are 
research efforts supported by contractor funds that apply to the other transaction 
effort. A portion of contractor IR&D is paid by DoD and other Federal 
agencies through indirect charges if other Government contracts are performed 
by contractor business segments. Contractors are reimbursed by DoD for IR&D 
based on the annual ratio of Government business to commerci^ business. 
Traditional DoD contractors for research that treated their cost share as an 
IR&D effort had an average Government business base of 64 percent and the 
reimbursement rate for 8 of the 21 contractors reviewed was more than 
80 percent. 

Evaluation of Other Transaction Agreements 


The Defense Contract Audit Agency (DCAA) evaluated seven other transactions 
(five research and two prototype) in agreed-upon procedures for the Inspector 
General, DoD. The Federal Acquisition Regulations, cost principles, and cost 
accounting standards generally do not apply to other transactions, therefore 
standard contract audit procedures do not apply. The agreed-upon procedures 
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included reviews of billings, incurred costs, in-kind contributions and the basis 
of their valuation, indirect rates, the accounting system and practices, and 
compliance with the terms of the agreement. The seven other transactions 
consisted of contractors or universities that created consortiums or prime and 
subcontractor arrangements to perform research or to develop prototypes. The 
other transactions involved 77 contractors, interdivisional entities, 
subcontractors, universities, and nonprofit organizations (contractor(s)). DCAA 
evaluated 37 of the 77 contractors. Of the 37 contractor or their segments 
(34 of the 37 were different contractors); 28 contractors were on research other 
transactions and 9 contractors were on prototype other transactions. 

Table 4. Value of Other Transactions Reviewed 
(in millions) 

DoD Contractor 



Dollars Percent Dollars 

Percent 

Total 

Research cost share 

$190.3 38 

$304.3 

62 

$494.6 

Prototype cost share 

$474.5 94 

$ 29.5 

6 

$504.0 

Total 


$333.8 


$998.6 

Cost share reviewed 




$754.5 

Percentage of research cost reviewed by DCAA 



76 

Percentage of prototype cost reviewed by DCAA 



76 


Details of other transactions reviewed and DoD and contractors’ cost shares are 
in Appendix D. 

The DCAA evaluation identified issues of concern with contractor cost share for 
research other transactions. The DCAA did not find similar issues with the 
prototype agreements because these contractors treated the other transactions in 
the same manner as a DoD contract, and the prototype other transactions 
reviewed either did not require cost sharing or the cost did not reach the cost 
ceiling requiring the contractor to share costs. Finding C discusses accounting 
problems and other problems with research and prototype other transactions. 

Contractor Cost Share and Financial Risks 


DCAA reported that research contractors included prior IR&D, prior and 
current Government-funded research and development, and chuges for fully 
depreciated items or overvalued assets as their cost share. This overstated the 
contractors’ actual cost share and understated DoD financial risks associated 
with the research. 
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Table 5. Elements of Contractor Cost Share 


Contractor cost share 
Less: 

Prior IR&D 

Prior Government funded 
Current Government funded 
Depreciable equipment 
Subtotal 


$304,275,546 100 percent 


60,211,690 

6,127,468 

13,569,000 

3,460,948 

83,369,106 27 percent 


Revised contractor cost share 


$220,906,440 73 percent 


The research contractors in Table 5 were actually at risk for $220.9 million 
instead of $304.3 million. Also, reports to DoD and Congress overstated the 
research to be achieved with contractor funds by $83.4 million (27 percent). 


Prior IR&D and Government-Funded Research. DC A A reported that 
10 contractors participating in research other transactions provided 
$60.2 million of prior IR&D and $6.1 million of prior Government-funded 
research as contractor cost share. The inclusion of prior IR&D and Government 
research that was already paid by DoD was permitted by DARPA; however, it 
was inappropriate because it did not advance research efforts, did not meet the 
intent of cost share under 10 U.S.C. 2371, and reduced contractors’ financial 
risks. Appendix E shows the effect on cost sharing for three research 
agreements. 

Commercial-Military Integration Partnership Program Other 
Transaction. For example, a consortium for “Affordable Composites for 
Propulsion Cooperative Arrangement,” (MDA972-94-3-0029), used prior 
contractor IR&D ($59.6 million), prior and current Government-funded 
research ($19.7 million), and depreciated equipment ($1.7 million) as its cost 
share. The research other transaction was for $370 million, the contractors’ 
cost share was $240 million (65 percent), and DARPA provided the remaining 
$130 million (35 percent). The value of the prior IR&D and Government- 
funded research used as the contractors’ cost share affected the actual cost share 
and cost risk. However, the contractors in the consortia were allowed to reduce 
their cost share to 55 percent by using prior IR&D, Government-funded 
research, and charges for depreciated equipment. 

DoD Contractor 


Dollars 

(millions) 

Percent 

Dollars 

(millions) 

Percent 

Total 

Agreement Cost Share 130 

35 

240 

65 

$370 

Revised Cost Share 130 

45 

159 

55 

$289 


DARPA officials were aware that the consortium’s cost share included prior and 
current Government-funded research. The DARPA officials stated that the 
research other transaction was issued under Section 2512, title 10, United States 
Code (10 U.S.C. 2512), “Commercial-Military Integration Partnership.” 
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DARPA officials stated that the statute required the Secretary of Defense to 
ensure that the amount of funds provided by the Secretary (as opposed to the 
Govermnent) under the partnersMp did not exceed the limits established in the 
statute. DARPA officials interpreted the statute to apply only to DoD funds; 
therefore, DARPA believed other Government-fund^ research was allowable as 
contractor cost share. Section 2512 was repealed in 1996. 

The DARPA solicitation allowed contractors to use other Govermnent efforts as 
part of the contractors’ cost share. The solicitation was silent about charging 
prior IR&D. Section 2512, Title 10, United States Code, did not state that other 
Govermnent efforts and prior IR&D could be used as part of the contractors’ 
cost share. The DARPA interpretation of the statute allowed prior IR&D and 
other Government-funded research as part of contractor cost share, but the 
allowance did not advance research and it distorted the actual expenditures for 
research. DARPA stated that every Member of Coi^ress received a copy of the 
program information package on the Technology Reinvestment Project that 
allowed the use of prior IR&D and Government-funded research, but that 
DARPA received no objection from Congress. However, DARPA did not 
explain the effect on contract cost share of including prior IR&D and other 
Government-funded research comracts to Congress, as does this report. 

Defense Dual-Use Critical Technology Program Other Transaction. 
Another research other transaction, “Precision Laser Machining Consortium” 
(MDA972-94-3-()020), had a cost share of $75.2 million, with the contractor 
providing $38.1 million (51 percent) and DARPA providing the remmning 
$37.1 million (49 percent). DCAA reported that $507,000 of the contractor’s 
$38.1 million cost share was associated with prior IR&D, and $1 .2 million was 
associated with flilly depreciated equipment. As a result, the consortium’s 
actual cost share was $36.4 million, or 50 percent, of the estimated research 
costs as shown below. 


DoD Contractor 


Dollars Percent 

Dollars Percent 

Total 

(millions) 

(millions) 



Agreement Cost Share 

37.1 

49 

38.1 

51 

$75.2 

Revised Cost Share 

37.1 

50 

36.4 

50 

$73.5 


The research other transaction was issued under 10 U.S.C. 2511, “Defense 
Dual-Use Critical Technology Program,” and other transaction authority of 
10 U.S.C. 2371. Section 2511 requires that funds provided by the Federal 
Govermnent for a project conducted under the program may not exceed 
50 percent of the projected cost. 

The May 1996 report of the Senate Committee on Armed Services, 
accompanying the National Defense Authorization Act for FY 1997, stated that 
costs of prior IR&D efforts by contractors should not be counted as cost share. 
In December 1997, in response to the Senate report, DDR&E issued 
memorandum guidance that prohibited the acceptance of contractor prior IR&D 
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as contractor cost share and stated that only additional contractor IR&D efforts 
would be allowed. The DDP issued similar nonmandatory guidance in the 
Defense Acquisition Deskbook for prototype other transactions. 

In commercial business where risk is shared on research, participant No. 1 
would not let participant No. 2 put up research that was funded by participant 
No. 1 as its cost share. The DoD should not allow contractors to use 
Government-funded research and development efforts as contractor cost share, 
and guidance should be issued to preclude its use. 

Facility and Equipment Charges 


DCAA reported that nine research contractors used $3.5 million of rental 
expenses for existing assets and software as the contractors’ cost share. These 
facilities and equipment charges were also charged to the contractors’ overhead 
accounts, and using these items as cost share represents the same cost claimed 
twice. For example, DCAA reported that one research contractor’s cost share 
included $282,055 as the fair market value of facilities and equipment, of which 
$193,048 was charged to the other transaction. The contractor estimated the fair 
market value of facilities and equipment and allocated the value as rental usage 
over the period of performance of the other transaction. DCAA also identified 
that the fair market value reflected the cost of purchasing new equipment; 
however, in many cases, the facilities and equipment were fully or partially 
depreciated assets that were originally purchased under other Government 
contracts. In addition, DCAA repotted that the research contractor’s fair market 
value estimates were not fully supported and, in some cases, exceeded the initial 
purchase price. This condition would not occur in a regular contract because 
there is adequate guidance that allows only a reasonable charge for a fully 
depreciated item and provides guidance on how to calculate the charges. 
However, no guidance exists on how to determine the appropriate charges for 
fully depreciated or overvalued equipment for other transactions. 

Actual Costs Reporting 


DCAA identified one research contractor that reported an other transaction cost 
of $3,599,816; however, the actual cost was $3,284,816. The difference of 
$315,000 represented the double counting of in-kind contributions because the 
research contractor included the $315,000 in both the contractor-incurred costs 
billed to the other transaction and also as in-kind contributions. Without the 
DCAA evaluation, this misreporting would not have been identified. 
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Actions Needed 


We reviewed 5 research other transactions, with a total value of $560 million, 
out of a universe of 205 research other transactions, valued at $2.9 billion. 
Because this was the first evaluation of costs charged to other transactions, 
DARPA participated in the selection. The review identified issues with 
$83.4 million out of $304.3 million of the contractors' cost share for the 
5 research other transactions. 

DDR&E nonmandatory guidance precludes using prior IR&D, and research and 
development efforts fimded by DoD or another Government organization as 
contractor cost share. DDP nonmandatory guidance preclude using prior IR&D 
but does not prohibit contractors firom using research and development efforts 
funded by DoD or another Government organization. Neither DDR&E or DDP 
guidance discuss fully depreciated or overvalued assets. Contractor use of 
Government-funded research and development and fully depreciated or 
overvalued assets as part of their cost share reduces the contractor’s cost risk 
and is not in accordance with the spirit of cost sharing. To resolve the issues, 
DDR&E and DDP need to issue additional guidance. Although these issues 
were not found in the prototype other transactions at the time of the DCAA 
review, we believe it would be prudent to issue guidance to prevent potential 
future issues. 

Congressional Reporting and Research Achievement 


DoD reports the use of other transactions annually to the House and Senate 
Committees on Armed Services. DoD overreported the benefits of research 
other transaction by about $83.4 million because prior IR&D expenditures. 
Government-funded research and development, and fully depreciated and 
overvalued assets were used as contractor cost share. Similar issues were not 
found for prototype other transactions. The overreporting misrepresents 
contractor investment and actual research achieved because there was no 
additional research for the $83.4 million. Because we reviewed only 5 of 
205 research other transactions, the total amount of overreported benefits is 
unknown. 

The incorrect reporting of contractors cost share also overstated the actual cost 
of research achieved. If other transaction costs were accurately reported. 
Congress, DoD, and contractors would better understand the true cost of 
achieving goals for different research areas. Finding B contains additional 
concerns we identified in the reports to Congress. 

Access to Records Provisions 


Other transactions are issued without many of the controls and safeguards 
associated with contracts and grants. In addition, the Military Departments and 
Defense agencies issued other transactions without establishing uniform audit 
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and acxess-to-records provisions. The seven other transactions identiHed a 
variety of audit provisions; three provided for a Government representative to 
evaluate costs, diree provided for either a Government representative or 
nonGovemment auditor (independent public accounting firm) to evaluate costs, 
and one provided for only nonGovemment auditors to review costs. The variety 
of audit provisions did not comply with DoD audit policy, did not consider the 
use of DCAA audit resources, and did not consider provisions of the Single 
Audit Act. This problem was initially reported in the “Award and 
Administration of Contracts, Grants, and Other Transactions Issued by the 
Defense Advanced Research Projects Agency,” Inspector General, DoD, Report 
No. 97-114, March 28, 1997. The Inspector General, DoD, and DDR&E 
agreed that this audit would help provide the basis for establishing audit 
provisions for other transactions. 

Audit Policy. DoD Directive 7600.2, “Audit Policies” (the Directive), 

February 2, 1991, states that DoD Components will not contract for audit 
services unless the audit expertise is not available in DoD audit organizations. 

The Directive also requires DoD Components to obtain approval from the 
Office of the Inspector General, DoD, before they contract for audit services. 
Since issuance of the Directive, the Office of the Inspector General, DoD, has 
issued written and oral guidance to the Military Departments, the Audit Chiefs 
of the Military Departments, the Under Secretary of Defense for Acquisition 
and Technology, and the Under Secretary of Defense (Comptroller) that DoD 
Components must obtain approval from the Inspector General, DoD, before 
releasing solicitations for audit services from nonGovemment sources. The 
Inspector General, DoD, issued the guidance to ensure the appropriate use of 
nonGovemment auditors and to ensure compliance with applicable auditing 
standards. DoD Direaive 7600.2 is under revision and will incorporate the 
specific requirement for the Office of the Inspector General, DoD, review and 
approval of any statements of work for contract audit services. 

None of the four other transactions issued by DARPA, whose provisions 
allowed the use of nonGovemment auditors, obtained prior approval from the 
Inspector General, DoD. We asked how DARPA planned to use the audit 
provisions citing independent public accounting firms, DARPA officials stated 
that it had no plans to use the audit provisions, had no mechanism to hire 
auditors, and had no funds to pay the auditors without reducing the funds 
available for the research or prototype other transactions. Acquisition personnel 
are not usually expected to be aware of DoD Directive 7600.2. It would help if 
personnel issuing other transactions understood the audit policy so that future 
problems would be precluded. Therefore, other transaction guidance should 
reference the Directive and synopsize its provisions. 

DCAA Audit Resources. DCAA is the primary contract audit agency for DoD 
and many other Federal agencies, and it has the expertise to provide financial 
advice and audit costs associated with DoD-funded efforts. DCAA is responsible 
for performing contract audits for DoD and providing accounting and financial 
advisory services on contracts and subcontracts to all DoD Components. DCAA 
maintains audit staffs at numerous DoD contractor sites and conducts routine 
evaluations of contractor accounting systems and internal controls, assists in 
establishing provisional overhead rates, and performs final cost audits. DCAA 


13 



166 


also performs audits at many contractor sites whose DoD business does not dictate 
resident offices. From 1997 to 1999, DCAA has conducted reviews at over 
1,900 commercial contractors that were new to doing business with DoD. The 
DCAA reviews include cost or fixed price proposal evaluations, audit of costs on 
cost reimbursable contracts, review of fixed price contract progress payments, and 
preaward accounting system reviews. Other transactions have expanded from 
DARPA to include the Military Departments and defense agencies. In addition, 
the Defense Contract Management Command assists in administering these 
agreements in ways that are both different and similar to their administration of 
contracts. The DCAA is also a valued part of the acquisition corps and has been a 
major part of the acquisition reform effort in DoD. As part of acquisition reform, 
DCAA has been evolving its role and its services available. Guidance for 
prototype other transactions mentions DCAA and states that DCAA could provide 
financi^ services, provide the status of the contractors’ accounting system, and 
help the agreement’s officers determine a fair and reasonable price; however, 
guidance on the use of DCAA is not mandatory. Guidance for research other 
transactions makes no reference to DCAA services in the overall strategy for use 
of agreements. DCAA can provide many services other than traditional audits, 
such as helping agreement officers to properly value assistance-in-kind, evaluate 
and research the labor and other rates for traditional or nontraditional DoD 
contractors or the commercial business segments of traditional DoD contractors, 
and evaluate risk and materiality in agreements. Expanded definitions and 
purchases of commercial items are part of DoD acquisition reform changes, as are 
other transactions. In the FY 1999 National Defense Authorization Act, DoD was 
directed to determine the role and responsibility of DoD support organizations, of 
which DCAA is one, in procedures for determining the price reasonableness for 
commercial spare parts. We believe a similar type action was needed for other 
transactions. DoD needs to issue guidance that cites the availability, roles, 
services, and responsibilities that DCAA can contribute to other transactions. 

Other transactions started out in DARPA without a role for DCAA or the Defense 
Contract Management Command, but the Defense Contract Management 
Command was brought in on a partnership basis to help improve the use of other 
transactions. A similar role should be defined for DCAA because DCAA provides 
services for the negotiation, administration, and settlement of contracts and 
subcontracts. DCAA can also provide assistance to other transaction officers on 
valuing in-kind contributions, determining a reasonable charge for fully 
depreciated assets, and assisting in verifying whether the terms and conditions of 
the other transactions were met. Table 2 shows that 85 percent (research and 
prototypes combined) of all DoD cost share funding is provided to traditional DoD 
contractors, which makes defining a role for DCAA more important. 

Single Audit Act. The Office of Management and Budget Circular A-133, 

“Audits of States, Local Governments, and Nonprofit Organizations,” 
implements the Single Audit Act Amendments of 1996 (I^blic Law 104-156). 

The Single Audit Act streamlined and inqjroved the effectiveness of Federal 
award audits and reduced the audit burden on States, local governments, and 
nonprofit organizations. The Single Audit Act requires audits of Federal awards 
to be performed in accordance with Government Auditing Standards; to include 
reviews of financial statements, expenditures, and internal controls; and to 
comply with contract or grant provisions. Circular A-133 also defines agency 
responsibilities for conducting audits tinder the Single Audit Act. The Single 
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Audit Act provides for annual and program-specific audits, and its provisions 
should be applied to funds received by educational and nonprofit institutions for 
other transactions. The annual audits already examine all Government funds 
received on contracts, grants, and cooperative agreements, and they serve as a 
basis for program managers to determine whether the necessary internal controls 
are in place and are effective. The DoD guidance on other transactions should 
reference DoD Directive 7600.10, “Audits of State and Local Governments, 
Institutions of Higher Education, and Other Nonprofit Institutions,” May 20, 
1991 , which shows that funds received by an institution of higher education or 
nonprofit organization from an other transaction would be subject to the 
provisions of the Single Audit Act. As a proponent of DoD Directive 7600. 10, 
the Inspector General, DoD, will modify the Directive, as appropriate, to 
reference other transactions. DDR&E and DDP should explain in regulations 
for other transaction how the agreements will be incorporated in the Single 
Audit Act for nonprofit institutions and universities. 

Policy Needed for Access to Records. The DARPA provision allowing access 
to records for the seven other transactions did not specifically state whedier 
DoD had access to contractor records to verify whether the terms and conditions 
of the other transactions were satisfied. In addition, DARPA officials stated 
that they did not plan to use the provisions to audit these agreements. The DoD 
had not issued guidance on providing a good access-to-records clause for other 
transactions. The access-to-records clause would be used to verify the terms 
and conditions of the other transaction. The access-to-records clause should 
permit access by the other transaction agreement officer, his or her designee, or 
an auditor based on the terms, conditions, materiality, and risks involved with 
the other transaction. Other transactions that include fixed priees, low risk, 
adequate financial reporting, contractors with excellent past performance, and 
contractors with adequate business systems may require minunal access to 
records. Conversely, other transactions that include large amounts of funds, are 
cost based, include contractors with below average past performance, or 
contractors with inadequate business systems may require a more detailed 
access-to-records clause. DCAA can assist the agreement officer in judging risk 
and materiality and can provide professional advice on writing an access-to- 
records clause so that DoD can actually access the needed contractor records, 
when and if they are needed. Not every other transaction will need an audit. 
Putting in an access to records clause does not mean an audit will occur. The 
inclusion of an appropriate access-to-records clause to verify terms and 
conditions and to use DCAA resources when audits are needed at contractors 
makes good business sense, acts as a deterrent to procurement scandals, and 
helps protect the public trust in DoD acquisition programs. 

The Conference Report (HR 106-301) for the National Defense Authorization 
Act for FY 2000 states that the General Accounting Office shall be provided 
access to records for any party to a prototype other transaction that is valued in 
excess of $5 million. The access to records for the General Accounting Office 
shall not apply with respect to a party that has not entered into any other 
transaction that provides for audit access by a Government entity in the year 
prior to the date of the other transaction. The head of the contracting activity 
can waive the General Accounting Office audit access if a determination is made 
that it would not be in the best interests of the Government and notification of 
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the waiver is sent to Congress and the Comptroller General. The support 
DCAA would provide to agreement officers is different than what the General 
Accounting Office would use access to records for. The congressional action 
shows there is an interest in providing audit access to other transactions and that 
we believe the DoD should move forward in involving the DCAA in other 
transactions. 

The Acquisition Deskbook guide on prototype other transactions contains some 
nonmandatory audit guidance for prototype projects and states that other 
transactions should provide for access to financial records. An adequate access- 
to-records clause would also be beneficial and would protect DoD and the 
contractor if either party terminated the agreement. Termination settlements of 
the other transaction could occur if the contractors in the consortium disagree, if 
the research does not provide beneficial results commensurate with expenditures, 
if research priorities shift, or if a participant defaults. Terminations are often 
based on actual costs incurred and noncancellable obligations and could include 
license costs. Access to financial records and use of DCAA for reviewing costs 
on a terminated other transactions makes sound business sense. 

Recommendations, Management Comments, and Audit 
Response 


A. We recommend that the Directoi^, Defense Research and Engineering 
and Defense Procurement, include in DoD directives, instructions, or 
regulations other transaction guidance that: 

1. Precludes using Government-funded research and overvalued 
assets and provides a reasonable-use charge for fully depreciated assets as 
contractor cost share. 

Management Comments. DDR&E partially concurred. DDR&E stated that 
guidance in the existing Technology Investment Agreements memorandum 
required recipients to provide their cost share from non-Federal resources and, 
therefore, additional guidance was not needed. DDR&E concurred with 
providing guidance on the use of fully depreciated assets as recipients’ cost 
share. DDR&E will issue its guidance in a DoD Instruction 4 months after the 
issuance of the final audit report. 

DDP concurred with the recommendation. DDP stated that the Under Secretary 
of Defense for Acquisition, Technology, and Logistics was considering issuing a 
Directive mandating the use of the prototype other transaction Guide. DDP 
stated that the Guide would include restrictions on research and development 
funded as a direct cost under a Government contract, grant, or other agreement 
from being used as contractor cost share. In addition, the Guide would include 
factors to consider in determining usage charges for hilly depreciated assets. 
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Audit Response. DDR&E comments were partially responsive. We agree that 
DDR&E issued memorandum guidance for Technology Investment Agreements 
that states “to the maximum extent practicable, the non-Federal parties carrying 
out the research project under a Technology Investment Agreement are to 
provide at least half of the costs of the project from non-Federal resources that 
are available to them (unless there is specific authority to use other Federal 
resources for such cost sharing).” However, this guidance does not prohibit the 
use of Government-funded research as contractor cost share; the guidance 
implies that Federal resources should not be used as contractor cost share. 
Therefore, guidance is needed to prohibit the use of Government-funded 
research as contractor cost share. The required guidance needs to be issued in a 
DoD directive, instruction, or regulation. DoD Directive 5025.1, “DoD 
Directive System,” June 24, 1994, states that policy memorandums are valid for 
only 90 days and that the memorandums must be subsequently incorporated into 
a DoD directive, instruction, or regulation to require the guidance to be 
mandatory. 

DDP comments were partially responsive. The DDF will issue guidance that 
restricts the use of Govemment-fimded research and development as contractor 
cost share usage charges which is responsive to the recommendation. However, 
the DDP comments indicated that DDP is considering issuing a Directive that 
will implement a Guide. According to DoD Directive 5025.1, “DoD Directive 
System,” a Guide only provides information. DDP needs to be mpre specific as 
to how and when it plans on issuing the agreed upon guidance. 

Therefore, we request additional comments from DDR&E and DDP that 
specifically address whether planned guidance will be issued in a directive, 
instruction, or regulation and DDP needs to state when the guidance will be 
issued. 


2. Identifies how to design an appropriate access-to-records clause to 
verify the terms and conditions of the agreement. Guidance should include 
consideration of risks, materiality, funcSng invoived, contractor past 
performance, adequacy of contractor business systems, and methodology of 
payment (cost based or performance based), and the need to verify 
Government and contractor cost share contributions. The guidance should 
reference and describe the application of DoD Directive 76(M).2, “Audit 
Policies,” and DoD Directive 7600.10, “Audits of State and Local 
Governments, Institutions of Higher Education, and (Jther Nonprofit 
Institutions.” 

Management Comments. DDR&E partially concurred. DDR&E stated that it 
would issue guidance on the Single Audit Act (DoD Directive 7600.10) but that 
it was unclear on whether DoD Directive 7600.2 applied to assistance 
instruments (as opposed to a procurement contract). However, DDR&E stated 
that it would issue guidance to DoD Components to coordinate with the 
Inspector General, DoD, when DoD Components contract with non-Federal 
auditors or when the recipient (contractor) hires an independent auditor to 
conduct an audit on behalf of the Government. DDR&E stated that it would 
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work with the Inspector General, DoD, to design a coordination process that 
does not delay negotiation of other transactions and would issue die guidance 
within 4 months after issuance of the final audit report. 

DDP partially concurred with the recommendation. DDP stated it would issue 
guidance on access to records and the factors to be considered. However, DDP 
stated that guidance must be flexible in incorporating DoD Directive 7600.2. 
DDP stated that it would work with the Inspector General, DoD, to establish 
guidance with regards to DoD Directives 7600.2 and 7600.10, and would 
provide the Inspector General with an annual list of any independent auditors 
used. 

Audit Response. The DDR&E and DDP comments were partially responsive. 
The Inspector General, DoD, is responsible for providing audit policy for DoD. 
The DoD audit policy is that, with the exception for the Single Audit Act, 
military departments and Defense agencies will not contract for audit services 
unless the audit expertise is not available within DoD. This audit policy applies 
to other transactions. DCAA is the preferred audit service provider for reviews 
of contractor records and because many of the other transactions are awarded to 
contractors where DCAA already has audit cognizance, the use of non-Federal 
auditors would duplicate audit effort and companies’ resources would be wasted 
by having to comply with multiple sets of auditors. Therefore, any audit 
guidance issued by DDR&E or DDP must state that DCAA is the preferred 
audit service provider for other transactions and exceptions to the policy must be 
obtained from the Office of the Inspector General prior to soliciting any 
non-Federal audit services. The Injector General, DoD, will update DoD 
Directive 7600.2 to specifically identify contract-like instruments such as other 
transactions. 

We request DDR&E and DDP to reconsider their position and provide 
additional comments in response to Ok final report. 

3. Identifies the roles and responsibilities that the Defense Contract 
Audit Agency has for other transactions and the services it can provide to 
agreement officers. The guidance should be developed in coordination with 
the Agency and state that agreement offlcers should use the Agency to 
verify terms and conditions of other transactions unless approval has been 
received from the Inspector General, DoD, to obtain the services of 
non-federal auditors. 

Management Comments. DDR&E partially concurred. DDR&E stated that it 
would provide guidance on the DCAA role and would develop the necessary 
language in coordination with DCAA. DDR&E also stated that it would not 
issue guidance that explicitly states that DCAA will be used to verify recipients’ 
(contractors) compliance with agreements even though DCAA may be present at 
the contractor. DDR&E stated that audit policy should not be more restrictive 
than existing policy for the DoD grants and cooperative agreements issued in 
1998 in Part 34, “Administrative Requirements for Grants and Agreements with 
For-Profit Organizations.’’ DDR&E said that policy provides that any for-profit 
recipient that expends $300,000 or more per year in Federal awards shall have 
an audit. The recipient may use audits performed by the DCAA or other 
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Federal auditors, or may rely on a combination of non-Federal and Federal 
auditors in a coordinated auit approach. The policy does not require each 
recipient that has a DCAA audit presence to meet the requirement through 
DCAA audits, and the policy was adcpted with IG, DoD, concurrence. The 
policy for other transactions should not be more restrictive than the policy in 
Part 34, and we are not aware of problems that have arisen to justify a policy 
change. DDR&E will work with the Inspector General, DoD, and DCAA to 
develop a reasonable approach to verily recipients’ compliance with the other 
transaction terms. DDR&E will issue the guidance in 4 months after issuance of 
the final audit report. 

DDP concurred. DDP stated that it would issue guidance that requires the use 
of DCAA where DCAA has audit cognizance. DDP also stated that where 
DCAA did not have audit cognizance, DDP would provide the Inspector 
General, DoD, with an annud list of any independent auditors used. 

Audit Response. DDR&E and DDP comments are partially responsive. Based 
on comments received, we revised the wording of the recommendation to make 
it clear that this is an audit policy issue that needs implementing guidance for 
personnel writing other transactions. DDR&E and DDP must issue guidance 
for other transactions to ensure compliance with the DoD audit policy contained 
in DoD Directive 7600.2. The Inspector General, DoD, is responsible for 
issuing audit policy and, except for non-profit institutions and institutions of 
higher education, which are covered by the Single Audit Act, DCAA is the 
preferred audit service provider for review of contractor records. The policy is 
based on efficiency and effectiveness, and exceptions to this policy must be 
obtained from the Office of the Inspector General, DoD. The guidance cited in 
Part 34 covers grants and cooperative agreements that are low risk instruments 
and more definitive guidance is needed for other transactions. We do not agree 
that the guidance in Part 34 should apply to other transactions. Therefore, we 
request DDR&E and DDP to provide additional comments to the final report. 

Management Comments on the Finding and Audit Response 


Summaries of management comments on the finding and our audit response are 
in Appendix G. 


19 



172 


B. Effect of Independent Research and 
Development Costs on Contractor 
Cost Share 

DoD officials were not always aware of the actual cost to the Federal 
Government for other transactions. This condition occurred because 
portions of the cost contributions subsequently allocated to Government 
contracts were not visible to agreement officers and because agreement 
officers were not trained on the effect of current IR&D on eontractor 
cost share. As a result, the Government, in some cases, paid a greater 
cost share than agreed upon. In addition, although not required, DoD 
reports to Congress did not fully disclose the act^ costs to the Federal 
Government for other transactions. 

Background 


Congressional actions have furthered industry research and development through 
IR&D and research tax credits. Use of IR&D and research tax credits helps 
reduce the cost and risk associated with the contractors* cost share of an other 
transaction, which, in turn, furthers more research and development. 

Independent Research and Development. DoD encourages contractors to 
engage in research and development activities of potential interest to DoD. 

DoD pays contractor IR&D costs through indirect charges to other Government 
contracts that are performed by contractor business segments. DoD reimburses 
contractors for IR&D based on an annual ratio of Govemment-to-commercial 
business. A nontraditional or new contractor to DoD who participates in an 
other transaction may not have an IR&D account and therefore could not be 
reimbursed by the Government because it had no other Government contracts to 
which it could allocate IR&D costs. 

IR&D is that part of a contractor’s total research and development program that 
is not directly funded by Government contracts or grants and is undertaken in 
areas at the discretion of the contractor. Section 403 of the FY 1970 Defense 
Authorization Act and, subsequently. Section 203 of the FY 1971 Defense 
Authorization Act allowed IR&D as long as there was a relationship to a 
military function or operation. Section 203 allowed DoD to negotiate advance 
agreements and dollar ceilings if the contractor received more than $2 million in 
IR&D payments in a year. The agreements and ceilings were established to 
avoid recurrence of instances where DoD funds were used to fund research on 
commercial products. 

The FY 1991 Defense Authorization Act repealed section 203 and established 
IR&D in 10 U.S.C. 2372 “Independent Research and Development and Bid and 
Proposal Costs: Payments to Contractors.” Congress revised 10 U.S.C. 2372 
in the National Defense Authorization Act for FYs 1992 and 1993 by 
eliminating the requirement for advance agreements, technical reviews, and cost 
ceilings. It was the intent of the Congress to encourage industry to increase 
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expenditures for IR&D and to fully reimburse IR&D costs to the extent that the 
costs were reasonable, allocable, and otherwise not disallowed under applicable 
laws. The Senate Committee on Armed Services, in a report to accompany the 
FY 1997 National Defense Authorization Act, stated that cost of prior IR&D 
efforts by contractors should not be counted as part of a contractor’s cost share 
for other transactions. 

IR&D is also discussed in 10 U.S.C. 2320, “Rights in Technical Data.” The 
statute distinguishes between items developed at Federal expense and those 
developed at private expense. In the Conference Committee Report 
accompanying the National Defense Authorization Act for FY 1987, the 
committee expressed frustration that efforts had been ongoing in DoD since 
1962 to define the terms “developed” and “at private expense” in regulations. 

At issue was who would own the rights to technical data. The Committee 
defined “at private expense" to include IR&D that was reimbursed by the 
Government as an indirect cost, but not by direct payment, and stated that such 
IR&D would be treated as contractor funds for purposes of the Section 2320, 
“Rights in Technical Data." In the FY 1988 and FY 1989 National Defense 
Authorization Act, the Congress amended 10 U.S.C. 2320 to state that IR&D 
costs would not be considered Federal funds only for the purposes of definitions 
in paragraph (a) (3) of 10 U.S.C. 2320. 

Research Tax Credits. Research and Development Investment Tax Credit, 

26 U.S.C. 41, allows companies to receive tax credits for qualified research 
expenditures. The Internal Revenue Code states that the amount of research tax 
credit is determined by a fixed percentage and the average annual gross receipts 
for 4 years prior to the year when the tax credit is determined. The actual tax 
credit allowed for research cannot exceed 10 percent of total research 
expenditures. However, based on discussion with Internal Revenue Service 
officials. Defense contractors are generally granted about 4 percent of their 
research expenditures as a tax credit. Companies can reduce the costs and risks 
associated with other transactions by using the tax credit. Traditional as well as 
new DoD contractors can use the research tax credit. 

DoD personnel stated that Federal taxes were not relevant to DoD acquisitions. 
However, Federal taxes have been an issue in other DoD acquisitions. 

Congress addressed the effect of Federal taxes on leases for vessels or aircraft in 
10 U.S.C. 2401. In this statute. Congress directed that DoD prepare an 
analysis, including lost tax revenues, which compared the cost to the United 
States of any lease compared to the cost of procurement of the vessel or aircraft. 
The issue was that, under the tax code, the tax credits and deductions permitted 
a company leasing an item to DoD, plus the lease payments by DoD, may 
exceed the cost of purchasing a vessel or aircraft. 
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Contractors Reviewed 


The DCAA evaluation of the other transactions identified 21 contractors with 
$266 million of cost share. These contractors treated their cost share as IR&D 
in their accounting system and had incurred costs of $223 million at the time of 
the DCAA evaluation. Of the $223 million incurred costs, $159 million was 
recorded as current IR&D. These 21 contractors had a Government business 
base between 1 and 99 percent; therefore, considering the different business 
bases. Government programs would be charged an estimated $56.9 million of 
the current IR&D through contractor indirect rates. For example, one research 
other transaction, the “Precision Laser Machining Consortium” 
(MDA972-94-3-0020), cost share included current IR&D costs of $15.7 million. 
The contractors’ amount of other Government business ranged between 23 and 
99 percent. As a result, the contractors applied $12.8 million of the 
$15.7 million of IR&D costs to other Government contracts and, in effect, 
reduced their cost share by 11 percent (Table 7). In another research other 
transaction, the “Affordable Composites for Propulsion Cooperative 
Arrangement” (MDA972-94-3-0029), cost share included $133 million of 
current IR&D costs . The amount of other Government business for the 
contractors ranged between 1 and 90 percent. Therefore, the contractors 
charged $37.2 of the $133 million of the current IR&D to other Government 
efforts and reduced their cost share by 7 percent (Table 8). 

The allocation effect of current IR&D reimbursement for the five other 
transactions DCAA reviewed are shown below and detailed in Appendix E. 


Table 6. Trauma Care Information Management Systems Consortium 
(DARPA Agreement No. MDA972-94-2-0010) 

Government Contractors 



Dollars 

(millions) 

Percent 

Dollars 

(millions) 

Percent 

Total 

Cost share 

12.2 

47 

13.7 

53 

$25.9 

Revised cost share 
after IR&D 
reimbursement 

12.2 

51 

11.6 

49 

$23.8 
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Table 7. Precision Laser Machining Consortium 
(DARPA Agreement No. MDA97£-94-3-0020) 

Government Contractors 



Dollars 

(millions) 

Percent 

Dollars 

(millions) 

Percent 

Total 

Cost share 

37.1 

50 

36.4 

50 

$73.5 

Revised cost share 
after IR&D 
reimbursement 

37.1 

61 

23.6 

39 

$60.7 


Table 8. Aiffordable Composites for Propulsion Cooperative Arrangement 
(DARPA Agreement No. MDA972-94-3-0029) 

Government Contractors 



Dollars 

(millions) 

Percent 

Dollars 

(millions) 

Percent 

Total 

Cost share 

130.0 

45 

158.9 

55 

$288.9 

Revised cost share 
after IR&D 
reimbursement 

130.0 

52 

121.7 

48 

$251.7 


Table 9. Field Emission Flat Panel Display Technology 
(DARPA Agreement No. MDA972-95-3-0026) 

Government Contractor 



Dollars 

(millions) 

Percent 

Dollars 

(millions) 

Percent 

Total 

Cost share 

11.2 

42 

15.4 

58 

$26.6 

Revised cost share 
after IR&D 
reimbursement 

11.2 

49 

11.7 

51 

$22.9 
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Table 10. Next Generation Electroluminescent Display Consortium 
(DARPA Agreement No. MDA972-95-3-0029) 

Government Contractors 



Dollars 

(millions) 

Percent 

Dollars 

(millions) 

Percent 

Total 

Cost share 

30.7 

50 

30.7 

50 

$61.4 

Revised cost share 
after IR&D 
reimbursement 

30.7 

51 

29.7 

49 

$60.4 


Guidance, Training, and Knowledgeable Negotiators 

DoD guidance and training do not discuss the implication of reimbursement of 
the contractor cost share when the contractor treats its cost share as an IR&D 
expense. Also, DoD personnel lack knowledge of the research and development 
tax credits that contractors receive from the Internal Revenue Code. These 
two elements reduce the contractor’s actual cost and risk. We discussed this 
with DoD officials who stated that, under 10 U.S.C. 2320, Congress defined 
IR&D as private funds. The officials stated that it is not practical and in most 
cases not possible to determine if the contractor qualifies for the research tax 
credit or how much the credit could be. They further stated that Congress 
defined IR&D as private funds only for “Rights to Technical Data.” 

If the negotiator of an other transaction were knowledgeable of the effects of 
IR&D reimbursement, the negotiator might be able to better negotiate with the 
contractor. The DCAA can readily provide the IR&D reimbursement rates to 
the negotiator. It would be difficult for negotiators to determine the impact of 
the research and development tax credit on an other transaction, but it would be 
useful for them to understand that research tax credits exist. 

DoD was trying to encourage new contractors to perform research and 
development with DoD through other transactions. A new contractor who does 
not have a contract with DoD might be at a disadvantage when competing 
against a traditional DoD contractor who will be reimbursed by the Government 
with a portion of its cost share through IR&D. 

There is no commercial equivalent to DoD purchases of research and 
development and IR&D. Commercial industry normally conducts research and 
development in-house, uses currently available technologies or suppliers who 
may be able to rapidly develop technology, and, in cases where research and 
development must be purchased, makes payment on deliverables or purchases 
patents. However, in the fall of 1998, DoD learned from two different industry 
roundtables that industry accumulates knowledge about suppliers and develops 
professionals who are well trained in the market in which they buy and are 
knowledgeable of the supplier’s business. It would be a commercial-like 
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practice for DoD to educate its agreement officers on the effect of IR&D and the 
existence of the research tax cre^t. Just as in the commercial world, a more 
knowledgeable agreement officer can negotiate better other transactions. 

Other Transaction Reporting 


DoD should show the effects of contractor IR&D reimbursement in its reports to 
Congress because the reports do not clearly disclose the full cost of other 
transactions to the Government. The IR&D reimbursement reduces the 
contractor’s cost share and risk and increases the cost to other DoD and 
Government contracts. Excluding the IR&D reimbursement understates the 
actual cost to DoD and does not provide Congress and senior DoD officials with 
the full cost of the other transaction to the Government. 

In its reports to Congress, DoD reported that it awarded 205 research other 
transactions with a DoD cost share of $1.4 billion and a contractor cost share of 
$1.5 billion. Our analysis shows that 72 percent of DoD cost-share funds went 
to traditional DoD contractors and nonprofit organizations for research other 
transactions (Table 2). 

On February 26, 1999, a report to Congress on prototype other transactions 
showed that 97 prototype odier transactions had been issued since inception of the 
program. The report on prototype other transactions showed a DoD cost share of 
$2.3 billion and an estimated contractors’ cost share of $2.2 billion. About 
$2 billion of the contractors’ $2.2 billion cost share was from two Evolved 
Expendable Launch Vehicle other transactions. These two other transactions did 
not require contractor cost contributions, but the contractors could not accomplish 
the agreement without investing their own funds. Congress directed the Inspector 
General, DoD, to review the two other transactions. A portion of a subsequent 
report will discuss IR&D and the costs for the Evolved Expendable Launch 
Vehicle. Excluding the Evolved Expendable Launch Vehicle program, the DoD 
and contractor cost share reported for prototype other transactions was 
$1,337 million and $250 million, respwtively.’ 

The Inspector General, DoD, prototype other transactions database showed that 
95 percent of the $2. 1 billion of DoD funds went to traditional DoD contractors 
(Table 2). Our analysis of the February 26, 1999, report to Congress showed that 
the five largest DoD contractors received 73 percent of the $2.3 billion of DoD 
funds.’ The three largest DoD contractors accounted for 68 percent of all DoD 
funds for prototype odier transaaions. When we excluded the Evolved 
Expendable Launch Vehicle program from our analysis, the five largest traditional 
DoD contractors and three largest traditional DoD contractors received 53 and 
44 percent of the DoD funds, respectively. 


’ The $2.3 billion and $250 million was obtained from the February 26, 1999, DoD report on other 
transaction awards for prototype projects. Also, the $2.3 billion includes subsequent agreement 
modifications not included in Table 2. 
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The large DoD contractors had IR&D accounts and high reimbursement rates. For 
example, the IR&D rate for a business segment for two of the top five contractors 
was 70 and 99 percent, respectively. To the extent the traditional DoD contractors 
provided cost sharing and charged their contribution to IR&D, the DoD costs for 
these two contractors was different than the values shown in the other transactions, 
and the contractors’ cost risk was less than shown in report to Congress. It would 
be useful information to know the effect of current IR&D reimbursement on other 
transactions and DoD costs. 

Use of other transactions is increasing. Senior acquisition officials and 
individual program managers can benefit from a better understanding of IR&D 
and its interrelationship with other transactions. 

Recommendations, Management Comments, and Audit 
Response 


B. We recommend that the Directors, Defense Research and Engineering 
and Defense Procurement: 

1. Provide training to other transaction agreement officers on how 
to determine the effects of current independent research and development 
reimbursement on contractor cost share and provide information to 
agreement officers on the research tax credit. 

2. Require that the annual report to Congress on research and 
prototype other transactions identify the estimated effects of independent 
research and development reimbursement on contractor cost share. 

Management Comments. DDR&E and DDP nonconcurred with the 
recommendations, stating that agreement officer’s consideration of Government 
reimbursement of current IR&D and tax credits were contrary to congressional 
intent and national policy. DDR&E and DDP stated that Government 
reimbursement of contractors’ IR&D had no impact on the contractors’ cost 
share. DDP stated that inclusion of IR&D in the report to Congress is 
inappropriate because it would result in treating the costs as Federal funds rather 
than private funds. DDP also stated that recipients cost share should not be 
reduced in some portion to reflea Government IR&D reimbursement. 

Audit Response. It is difficult to understand why DoD does not want to permit 
other transaction agreement officers to become more knowledgeable about 
IR&D and the research tax credit. The more agreement officers know about the 
effects of Government reimbursements to the contractor while they are 
negotiating other transactions is beneficial to DoD. We believe that a more 
knowledgeable agreements officer is in a better position to negotiate the best 
possible deal for the Government. 
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A contractor’s actual cost share and risk is reduced if it includes current IR&D 
costs and the contractor is reimbursed by the Government for a portion of these 
costs. We have never stated that DoD should reduce a contractor’s cost share 
for IR&D. Disclosure of the impact of IR&D could occur by adding another 
column in the reports to Congress. 

We request DDR&E and DDP to reconsider their positions and provide 
additional comments on the recommendations. 

Management Comments on the Finding and Audit Response 


Summaries of management comments on the finding and our audit response are 
in Appendix G. 
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C. Contractor Treatment of Other 
Transactions 

The accounting and management of other transactions need improvement. 
Although all but one contractor that we reviewed used adequate accounting 
systems, research contractors’ accounting treatment of cost share was 
inconsistent, and some contractors performing on research and prototype 
other transactions did not use provisionally approved overhead rates. 

These conditions existed because some contractors did not follow the 
suggested accounting treatment of cost share, were not required to use 
provisionally approved overhead rates, and treated other transactions as 
though they were contracts. As a result of the accounting treatment, 

10 contractors were in technical violation of CAS, and DoD was 
prematurely charged at least $850,000 more than if DoD provisional 
overhead rates had been used. Also, the majority of contractors did not 
identify specific benefits from using other transactions. 


Summary of Evaluation Results 

Table 6 summarizes the DCAA results for 28 research and 9 prototype 
contractors (see Appendix F for a discussion of details). The 37 contractors 
were traditional DoD contractors. 

Table 11. Summary of Evaluation Results 


Number of Occurrences Percent of Occurrences 



Research 

Prototype 

Research 

Prototype 

Used adequate accounting systems 

27 of 28 

9 of 9 

96 

100 

Used inconsistent accounting treatment for 

DoD and contractor cost shares 

10 of 28 

N/A 

36 

N/A 

Did not use provisionally approved 

overhead rates' 

4 of 27 

lof6 

15 

17 

Benefits of other transactions^ 

Quantifiable benefits 

Oof 26 

Oof 7 

0 

0 

Administrative benefits 

5 of 26 

3 of 7 

19 

43 

Procedural benefits 

6 of 26 

Oof 7 

23 

0 

Technical benefits 

6 of 26 

2 of 7 

23 

29 

Benefits not identified 

Oof 26 

2 of 7 

0 

29 

No benefits derived 

15 of 26 

0of7 

58 

0 


' One research and three prototype contractors did not have provisional overhead rates. 

^ Two research and two prototype contractors did not respond to the DCAA question on benefits derived 
from other transactions. Also, some contractors reported multiple benefits. 
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Accounting Systems 


DCAA identified that 36 of 37 contractors used an adequate accounting system 
to track other transaction costs. All contractors used the same accounting 
systems that they used on other DoD contracts. The contractors’ accounting 
systems were evaluated by DCAA as part of the evaluation of costs on DoD 
contracts. One research contractor’s accounting system was considered 
inadequate because of deficiencies in the accounting system and the lack of 
written internal control procedures. However, DCAA stated that the effect of 
the deficiencies was not significant enough to preclude DCAA from accepting 
the contractors reported cost. 

Accounting Treatment of Cost Share For Research Other 
Transactions 


The DCAA review showed that research contractors treated the DoD and 
contractor cost shares differently which resulted in a potential violation of Cost 
Accounting Standards. Also, the contractor’s accounting treatment impacts the 
application of general and administrative costs to the other transactions. 

Cost Accounting Standard. Cost Accounting Standard (CAS) 402 requires that 
all costs incurred for the same purpose and in like circumstances be accounted 
for as either direct or indirect cost. The purpose of CAS 402 is to ensure that 
each type of cost is allocated only once and on the same basis to contracts or 
other cost objectives. Although CAS does not apply to other transactions, 

CAS violations occur when the contractor has oAer CAS-covered Government 
contracts. DCAA identified that 10 of the 28 research contractors treated the 
DoD and contractor cost share differently in the contractors’ accounting systems 
(Appendix F). The 10 contractors treated the DoD cost share as a contract and 
treated the contractor cost share as IR&D resulting in a CAS 402 violation on 
the contractor’s CAS-covered contracts. DCAA reported that it did not identify 
a material cost effect on the CAS-covered contracts and stated that only a 
technical noncompliance existed. DCAA did not identify inconsistencies in the 
contractor accounting treatment for prototype other transactions because, at the 
time of the evaluation, there was no cost sharing by the contractors. 

The DDP emphasized this accounting guidance in a memorandum, 

“Allowability of Independent Research and Development and Bid and Proposal 
Costs Under the Technology Reinvestment Project,” August 11, 1993, which 
addressed IR&D accounting treatment for other transactions issued for 
Technology Reinvestment Projects program. The DDP memorandum permitted 
cost-share to be charged to IR&D and provided notice that in order to avoid a 
potential CAS 402 violation when cost-share is charged to IR&D, all costs 
should be accounted for as IR&D with the funds provided by the Government 
treated as a credit to the IR&D project. Three of the other transactions 
reviewed by DCAA were issued under the Technology Reinvestment Project. 
These three other transactions included 19 contractors and DCAA reported that 
10 of those contractors did not treat the DoD and contractor cost share as an 
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IR&D project in the contractors accounting systems. DoD does not dictate how 
contractors should treat DoD and contractor cost shares in their accounting 
systems. However, DDR&E and DDP should include a requirement that 
agreement officers be aware of contractor treatment of cost shares and should 
alert the administrative contracting officer and DCAA of a contractor’s potential 
CAS 402 noncompliance on other Government contracts, when inconsistent 
treatment of cost shares exists. 

General and Administrative Costs. The method of accounting that a 
contractor uses for the treatment of DoD and contractor cost share affects the 
general and administrative costs charged to the other transaction. DCAA 
reported that 17 of the 28 research contractors treated the DoD cost share as a 
contract, and 7 of the 28 contractors treated the contractor cost share as a 
contract. The treatment of the DoD or contractor cost share as a contract in the 
contractor’s accounting system results in the application of general and 
administrative costs to the other transaction and reduces the amount available for 
research. If contractors treated the entire other transaction effort as IR&D, 

DoD would receive more direct research from the other transaction, but the 
DoD contract costs would increase by absorbing more general and 
administrative costs. 

Provisionally Approved Overhead Rates 

The DCAA evaluation of accounting practices at the 33 contractors or their 
segments identified that 28 contractors with provisionally approved overhead 
rates used them to calculate costs associated with other transactions. 

Contractors use the provisionally approved rates until the Government approves 
final year-end overhead rates. Contractors apply the provisionally approved 
rates to direct costs (for example, labor and material) to develop interim 
progress billings on DoD contracts. When the Government approves the final 
overhead rates, the contractor adjusts the interim billings to reflect actual 
allowable indirect costs. 

DCAA identified five contractors (four for research and one for prototypes) that 
used rates other than the provisionally approved overhead rates (Appendix F). 
One contractor used nonapproved rates that resulted in billed costs of $780,000 
more than if it had used DoD provisional rates. Another contractor overstated 
incurred costs by $63,000 because it used a proposed overhead rate instead of 
the approved rate. This is a timing issue because the contractor was reimbursed 
more than if provisional rates had been used. Eventually, the contractor should 
reduce claimed amounts to reflect negotiated final indirect costs. 

Neither DDR&E nor DDP has an established policy for using overhead rates on 
other transactions. The DDR&E and DDP should establish policy that requires 
contractors to use overhead rates, if available, that do not exceed the 
provisionally approved DoD rates in determining costs for other transactions. 
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Benefits of Other Transactions 


Many policies and regulations associated with standard contracts do not apply to 
other transactions; therefore, contractors may derive benefits that they otherwise 
would not. DCAA asked contractor business managers or contracting officials 
whether the contractor realized benefits resulting from the absence of the 
policies and regulations in using the other transaction authority. Of 
37 contractors, 33 responded; 8 reported administrative benefits, 6 reported 
procedural benefits, 8 report^ technical benefits, and 2 stated there were 
benefits but did not categorize them.'' Fifteen research participants reported no 
identifiable benefits. 

The contractors who reported administrative benefits included the absence of 
documentation required by the Federal Acquisition Regulation, such as monthly 
vouchers, invention notifications, subcontract declarations, deliverable 
schedules, elimination of military specifications, and absence of cost and 
performance data. Procedural benefits included rapid turnaround time and 
expeditious program decisions. Technical benefits included the establishment of 
a forum for contractors to exchange knowledge. Another reported benefit was 
the retention of intellectual property rights while making the technology 
available to DoD. Two prototype contractors reported benefits but did not 
identify the nature and tj^e. Another research contractor stated that the other 
transaction provided the essential approach for achieving a commercially 
sustainable product that enabled the contractor to retain the intellectual property 
rights and meet commercial and military requirements at the same time. None 
of the contractors that reported benefits quantified them. The contractors were 
not asked whether their unquantified benefits were considered to be minor or 
major. 

Recommendations, Management Comments, and Audit 
Response 


In response to DCAA comments, we revised Recommendation C.l. to include 
the requirement to alert the administrative contracting officer of an other 
transaction award as well as DCAA, so that the administrative contracting 
officer and DCAA can assess the contractor’s accounting system. 

C. We recommend that the Directors, Defense Research and Engineering 
and Defense Procurement, establish policy in DoD directives, instructions or 
regulations for other transactions that: 

1. Require agreement ofncers to alert the administrative contracting 
officer and the Defense Contract Audit Agency when an other transaction 
has been awarded to a contractor so that the administrative contracting 
officer and the Defense Contract Audit Agency can assess the contractor’s 


* Some contractors reported more than one type of benefit; therefore, does not add to 33 responses. 
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accounting treatment of cost share to determine if a Cost Accounting 
Standard 402 noncompUance exists on the contractor’s other Government 
contracts. 

Management Comments. DDR&E concurred and stated that it would issue 
guidance to require agreements officers to notify DCAA if they become aware 
of a potential noncompliance with CAS 402. DDR&E will issue the guidance 
4 months after the final audit report. 

DDP concurred and will issue policy that requires agreement officers to notify 
DCAA of a potential noncompliance with CAS 402. 

Audit Response. The DDR&E and DDP response to the draft report 
recommendation was responsive. However, we modified the draft report 
recommendation to include the agreement officer notification of the 
administrative contracting officer as well as DCAA. Therefore, we request 
additional comments on the revised recommendation. 

2. Require contractors to use overhead rates, if available, that do 
not exceed the provisionally approved DoD overhead rates to determine 
other transaction costs. 

Management Comments. DDR&E partially concurred. DDR&E stated that 
when reimbursement is based on cost incurred, contractors will be required to 
use provisionally approved DoD overhead rates. However, when 
reimbursement is based on milestone payment provisions, payments of 
agreed-upon amounts would occur when the milestone is completed. 

DDP concurred that guidance on other transactions that provide for interim 
reimbursement based on actual costs incurred will require the use of 
provisionally approved indirect rates, when rates are available. 

Audit Response. DDR&E comments are partially responsive to the 
recommendation. Other transactions that have payments based on milestone 
payment provisions should also require contractors to use provisionally 
approved DoD overhead rates in determining cost. Other transactions that have 
milestone payment provisions are not fixed-price research agreements and the 
provisional payments were based on estimates of costs associated with 
accomplishing the technical milestones. If DoD payments exceed estimated cost 
significantly, milestone payment provisions are adjusted to preclude 
overpayment. For this recommendation, we see no difference between other 
transactions that have cost payment schedules and those based on meeting 
technical milestones. Therefore, contractors should be required to use 
provisionally approved DoD overhead rates, when available, to determine other 
transaction costs. We request DDR&E to reconsider its position and provide 
comments to the final report. 
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DDP comments were responsive; however, it is unclear whether DDP agreed to 
require the use of provisionally approved DoD overhead rates when 
reimbursement is based on meeting technical milestones. Therefore, we request 
DDP to provide additional comments to clarify its position and state when the 
new guidance will be issued. 

Management Comments on the Finding and Audit Response 


Summaries of management comments on the finding and out audit response are 
in Appendix G. 
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Appendix A. Audit Process 

Scope 


Work Performed. DCAA performed this agreed-upon procedure evaluation at 
the request of the Inspector General, DoD, from January 1998 through August 
1999. During this period, DCAA issued 38 separate reports to the Inspector 
General, DoD, which encompassed five other transactions for research, with a 
value of $494.6 million, and two other transactions for prototype development, 
with a value of $504 million.^ Of the $494.6 million for research other 
transactions, DCAA evaluated costs billed to DARPA valued at $373.8 million, 
or 76 percent of the costs. Of the $504 million for prototype other transactions, 
DCAA evaluated costs billed to DARPA of $380.6 million, or 76 percent of the 
costs. The research and prototype other transactions performance periods 
ranged from March 1994 through November 2000. See Appendix D for details 
of the seven other transactions. 

DoD-Wide Corporate Level Government Performance and Results Act 
(GPRA) Goals. In response to the GPRA, the Department of Defense has 
established 2 DoD-wide goals and 7 subor^nate performance goals. This report 
pertains to achievement of the following goal and subordinate performance goal: 

Goal 2: Prepare now for an uncertain future by pursuing a focused 
modernization effort that maintains U.S. qualitative superiority in key 
warfighting capabilities. Transform the force by exploiting the 
Revolution in Military Affairs, and reengineer the Department to achieve 
a 21st century infrastructure. Subordinate Performance Goal 2.4: 

Meet combat forces’ needs smarter and faster, with products and 
services that work better and cost less, by improving the efficiency of 
DoD acquisition processes. {OO-DoD-2.4) 

General Accounting Office High-Risk Area. The General Accounting Office 
has identified several high-risk areas in DoD. This report provides coverage of 
the Defense Contract Management high-risk area. Alfliough other transactions 
are not considered to be contracts, we grouped the other transactions in this 
high-risk area because their purpose is similar to contracts. 


’ DCAA did not review all the costs associated with the other transactions. The dollars only represent 
the value of the costs with contractors reviewed. Appendix C identifies the total number of contractors 
for each other transaction not reviewed and the total value of the agreement. 
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Methodology 


DCAA evaluated seven other transactions issued by DARPA from FYs 1994 
through 1995. The agreed-upon procedures required DCAA to: 

• determine the accounting practices applied to the other transactions; 

• determine incurred costs and billed amounts to the other transactions and 
determine the contractor cost share at the time of the evaluation; 

• reconcile incurred cost to the amounts reported in the quarterly financial 
status report; and 

• query contractors on the cost savings or other benefits achieved as a 
result of statutory and regulatory relief provided by the use of other 
transactions. 

Auditing Period and Standards. We performed this financially related audit 
from September 1998 through August 1999, in accordance with auditing 
standards issued by the Comptroller General of the United States, as 
implemented by the Inspector General, DoD. DCAA performed the evaluation 
fi'om January 1998 through April 1999 in accordance with generally accepted 
Government auditing standards and issued reports or their supplements through 
August 1999. 

Management Control Program Review 


DoD Directive 5010.38, “Management Control (MC) Program,” August 26, 
1996, requires DoD organizations to implement a comprehensive system of 
management controls that provides reasonable assurance that programs are 
operating as intended and to evaluate the adequacy of the controls. 

Scope of the Review of the Management Control Program. The scope of this 
audit only covered an examination of the management control program for costs 
charged to other transactions by the participating contractors. This report 
summarizes the results of cost evaluations performed by DCAA at the request of 
the Inspector General, DoD. 

Adequacy of Management Controls. We identified material management 
control weaknesses as defined in DoD Directive 5010.38. Regulations are 
needed to ensure that contractors do not use Government-funded research and 
fully depreciated or overstated values for assets as part of contractor cost share. 
Also, procedures are needed that require agreement officers to alert DCAA to a 
potential Cost Accounting Standard 402 noncompliance on other Government 
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contracts when contractors treat cost share differently in their accounting 
systems. In addition, procedures are needed that require contractors to use 
overhead rates that do not exceed the DoD provisioi^ly approved overhead 
rates in determining other transaction costs. 

Recommendations A.I., C.I., and C.2., if implemented, will improve 
management controls for other transactions. A copy of the report will be 
provided to the senior official responsible for management controls in the Office 
of the Under Secretary of Defense for Acquisition and Technology. 


Prior Coverage 


General Accounting OHlce 

General Accounting Office, National Security and International Affairs 
Division 96-11 (OSD Case No. 1074), “DoD Research, Acquiring Research by 
Nontraditional Means,” March 29, 1996. 


Inspector General, DoD 

Inspector General, DoD, Report No. 98-191, “Financial and Cost Aspects of 
Other Transactions,” August 24, 1998. 

Inspector General, DoD, Report No. 97-114, “Award and Administration of 
Contracts, Grants, and Other Transactions Issued by the Defense Advanced 
Research Projects Agency,” March 28, 1997. 
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Appendix B. Research and Prototype Other 
Transactions Issued 



FY 1990 
2371 

- 1995 
845 

FY 1996 

2371 ^ 

FY 1997 

2371 8« 

FY 1998 
2371 8« 

Army 

0 

0 

10 

0 

1 

10 

24* 

3 

Navy 

0 

0 

5 

0 

13.7 

20 

20 

11 

Air Force 

0 

0 

2 

0 

1 

8 

7 

7IC 

DARPA 

96 

73.4 

18* 

g3,6 

13* 

4 * 

6* 

15 

NIMA* 

0 

0 

0 

0 

0 

3“ 

0 

1" 

NSA^ 

_0 

_g 


_0 

_0 

_0 

J_ 

JO 

Total 

96 

73,4 

35 

83.6 

16 

45‘ 

58 

37 


Value (millions) $1,814.3 $306.9 $430.7 $55.2 $148.6 $360.0* $499.3* $3,384.9* 

’National Imagery and Mapping Agency. 

^National Security Agency. 

’ Until FY 1997, DARPA was the only agency within DoD with the authority to issue other transactions 
for section 845 prototypes. 

^Section 845 efforts with multiple phases were not counted as separate other transactions in this report. In 
FY 1994, DARPA issued 1 section 845 other transaction and no phased efforts. FY 1995, DARPA issued 
6 section 845 other transactions and 1 phased agreement for a total of 7 new other transactions. In 
FY 1997, DARPA issued 3 phased efforts and NTMA issued 2 phased efforts for a total of 50 other 
transactions versus the 45 shown in the table total. 

^Section 2371, bailment agreements, was not accounted for in this report. DARPA issued 1 bailment 
agreement in FY 1996, 4 bailment agreements in FY 1997, and 2 bailment agreements in FY 1998. 

In FY 1997, the Navy issued 1 bailment agreement. 

®Total includes 1 DARPA section 845 other transaction that was not reported in the FY 1996 Annual 
Report to Congress. 

’The Navy issued 1 section 2371 other transaction that was not reported in the FY 1997 Annual Report to 
Congress. 

^Totals exclude phases, modifications, and orders made to previously issued other transactions. In 
FY 1997, DARPA issued 3 section 845 other transactions that added phases to existing agreements 
totaling $45 million. 

In FY 1998, the Army Research Laboratory modified an existing section 2371, FY 1997 other transaction 
totaling $208,000. Further in FY 1998, NIMA issued 1 1 orders placed on 2 existing section 845, 

FY 1997 other transactions totaling $32.4 million. 

’For FY 1998, the Army Research Laboratory issued 1 FY 1997 other transaction included in the 
FY 1998 coimt. 

'^Includes two Air Force other transactions issued in FY 1999 for the Evolved Expendable Launch 
Vehicle program that had an FY 1998 other transaction number. 

’’Section 845 efforts with multiple phases were not counted as separate other transactions in this report. 
For FY 1998, NIMA issued 1 1 phased efforts for a total of 46 other transactions versus the 35 shown in 
the table total. 
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Appendix C. New Contractor Participation in 
Research Other Transactions 


1990-1993 

1994 

1995 

1996 

1997 

1998 

Total 

New Contractors (Net) 

' 29 

54 

41 

23 

7 

26 

180 

New Contractors (Total)^ 30 

58 

53 

25 

9 

28 

203 

New Contractors 
Total (millions) 

$124.4= 

$104.0‘ 

$97.1= $47.0‘ 

$7.8’ 

$99.2" 

$479.5 

Total Contractor 
Share (millions) 

$267.7 

$638.2 

$309.7 $180.9 

$79.5 

$243.6 

$1,719.6 

Percentage of New 
Contractor Cost 

Share to Total 
Consortia Cost Share 

46 

16 

31 

26 

10 

41 

28 


' New contractors that had not done cost-based research and development before. New contractors are 
counted once even if they participated in more than one other transaction. 

’ Total of new contractors that had not performed cost based research and development before. A new 
contractor is counted more than once if performing on more than one other transaction. 

^ Two contractors contributed $94.4 million, 76 percent of the $124.4 million. 

‘ One contractor contributed $19.6 million, 19 percent of the $104.0 million. 

’ One contractor contributed $45 million, 46 percent of the $97. 1 million. 

^ One contractor contributed $12.8 million, 27 percent of the $47 million. 

’ One contractor contributed $5.4 million, 69 percent of the $7.8 million. 

® Two contractors contributed $86. 1 million, 87 percent of the $99.2 million. 
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Appendix D. Other Transactions Evaluated by 
the Defense Contract Audit Agency 



39 
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represent data considered contractor proprietary which has been deleted. 
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Darkened area (blank spaces) of this r^rt represent 
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Appendix E. Effect of Government-Paid Costs on 
Contractor Cost Share for Other 
Transactions 


Trauma Care Information Management Systems Consortium 
Agreement No. MDA972-94-2-0010 

Period of Performance: From March 1994 through March 1998 


Initial agreement 
Percent of cost sharing 


Government Contractor Total 

$12,236,600 $14,264,000 $26,500,600 

46 54 


Cost review by DCAA' 

Percent of cost reviewed by DCAA 


$ 6,870,666^ 
26 


Finding A 
Less: 

Prior IR&D^ 

Prior Government funded 
Current Government funded 
Depreciable equipment 
Revised costs 
Revised percent 


25,000 

None 

None 

563,200 

$12,236,600 $13,675,800 $25,912,400 

47 53 


Finding B 
Less: 

Estimated current IR&D 
Reimbursement 
Estimated costs 
Revised cost percent 


$12,236,600 

51 


2,069,034 

$11,606,766 $23,843,366 
49 


' Defense Contract Audit Agency 

^ DCAA reviewed $6,870,666 of contractor cost share and identified issues with $588,200 (9 percent). 
’ Independent Research and Development 
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decision Laser Machining Consortium 
Agreement No. MDA972-94-3-0020 
Period of Perforraanee; From May 1994 through April 1999 


Initial agreement 

Pereent of cost sharing 

Government 

$37,113,674 

49 

Contractor 

$38,108,057 

51 

Total 

$75,221,731 

Cost review by DCAA' 

Percent of eost reviewed by DCAA 



$40,222,028" 

53 

Finding A 

Less; 

Prior IR&D’ 

Prior Government funded 

Current Government funded 
Depreciable equipment 


507,000 

None 

None 

1,194,700 


Revised costs 

Revised percent 

$37,113,674 

50 

$36,406,357 

50 

$73,520,031 

Finding B 

Less; 

Estimated current IR&D 
Reimbursement 


12,829,810 


Estimated costs 

Revised cost percent 

$37,113,674 

61 

$23,576,547 

39 

$60,690,221 


' Defense Contract Audit Agency 

^ DCAA reviewed $40,223,028 of contractor cost share and identified issues with $1,701,700 (4 percent). 
’ Independent Research and Development 
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Affordable Composites for Propulsion Cooperative Arrangement 
Agreement No. MDA972-94-3-0029 
Period of Performance: From May 1994 through May 2000 


Initial agreement 
Percent of cost sharing 


Government Contractor Total 
$130,000,000 $240,000,000 $370,000,000 
35 65 


Cost Review by DCAA* 

Percent of cost reviewed by DCAA 


$295,102,358^ 

80 


Finding A 
Less: 

Prior IR&D’ 

Prior Government funded 
Current Government funded 
Depreciable equipment 
Revised costs 
Revised percent 


$130,000,000 

45 


59,679,690 

6,127,468 

13,569,000 

1,703,048 

$158,920,794 

55 


$288,920,794 


Finding B 
Less: 

Estimated current IR&D 
Reimbursement 
Estimated costs 
Revised cost percent 


37,193,837 

$130,000,000 $121,726,957 $251,726,957 
52 48 


' Defense Contract Audit Agency 

^ DCAA reviewed $295,102,358 of contractor cost share and identified issues with $81,079,206 
(27 percent). 

’ Independent Research and Development. 
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Field Emission Flat Panel Display Technology 
Agreement No. MDA972-95-3-0026 

Period of Performance: From August 1995 through December 1997 


Initial agreement 
Percent of cost sharing 

Cost review by DCAA' 

Percent of cost reviewed by DCAA 

Finding A 
Less: 

Prior IR&D^ 

Prior Government funded 
Current Government funded 
Depreciable equipment 
Revised costs 
Revised percent 

Finding B 
Less: 

Estimated current IR&D 
Reimbursement 
Estimated costs 
Revised cost percent 

' Defense Contract Audit Agency 
^ Independent Research and Development. 


Government Contractor Total 

$11,228,314 $15,448,867 $26,677,181 

42 58 


$9,320,869 

35 


$11,228,314 

42 


None 


None 

None 


None 

$15,448,867 $26,677,181 
58 


$11,228,314 

49 


3,781,516 

$11,667,351 $22,895,665 
51 
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Next Generation Electroluminescent Display Consortium 
Agreement No. MDA972-95-3-0029 

Period of Performance: From March 1995 through December 1999 


Initial agreement 
Percent of cost sharing 

Cost review by DCAA‘ 

Percent of cost reviewed by DCAA 

Finding A 
Less: 

Prior IR&D" 

Prior Government funded 
Current Government funded 
Depreciable equipment 
Revised costs 
Revised percent 

Finding B 
Less: 

Estimated current IR&D 
reimbursement 
Estimated costs 
Revised cost percent 

' Defense Contract Audit Agency 
^ Independent Research and Development. 


Government 

$30,696,000 

50 


$30,696,000 

50 


$30,696,000 

51 


Contractor 

$30,696,000 

50 


None 

None 

None 

None 

$30,696,000 

50 


1,020,231 

$29,675,769 

49 


Total 

$61,392,000 

$22,317,370 

36 

$61,392,000 

$60,371,769 
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Appendix F. Summary Data on Other 
Transactions 
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Darked area (blank spaces) of this report represent data considered contractor propnetary 
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Appendix G. Audit Response to Specific 
Management Conunents 


The Directors, Defense Research and Engineering and Defense Procurement, provided 
specific comments on the body of the draft report. Below we discuss each management 
comment and provide our response. The complete text is in the Management 
Comments Section. 


Director, Defense Research and Engineering 

Comments. DDR&E disagreed with the statement, “even though the 1989 
statute authorizing other transactions requires the Secretary of Defense to issue 
regulations, none were issued." DDR&E stated that it is true that DoD had not yet 
issued a complete set of regulations governing these instruments, but it had issued some 
regulations that applied to them in the “DoD Grant and Agreement Regulations,” 

DoD 3210. 6-R. DoD Grant and Agreement Regulations apply to assistance or 
nonprocurement instruments generally. Also, the statutory requirement to issue 
regulations was a 1994 amendment, not the 1989 statute. 

Audit Response. We agree that some guidance on assistance instruments is 
provided in the “DoD Grant and Agreement Regulations;” however, the guidance 
generally applies to grants and cooperative agreements. DDR&E issued a 
memorandum, “Technology Investment Agreements,” that addressed assistance 
instruments such as other transactions, and DDR&E plaimed to incorporate the 
memorandum into the “DoD Grant and Agreement Regulations.” However, as of 
December 1999, the advisory policy had not been incorporated as required policy. 

We modified the final report to reflect the 1994 amendment time period. 

Comments. DDR&E disagreed with the implications that DoD reports to 
Congress understated the cost to the Federal Government for research efforts, DoD 
financial risks associated with the research were understated, and recipients’ actual cost 
share were overstated. DDR&E stated that there was no basis for those statements and 
the implication that agreement officers intentionally misreported cost share, thereby 
misleading Congress. DDR&E stated that agreement officers reported only those 
amounts that were negotiated. DDR&E stated that the numbers did not appear to 
include additional cost sharing that DCAA found over and above what the agreement 
required, which was unfair. The audit report should show actual amounts; however, 
for the agreements that are not complete, the report can only give an interim status of 
actual amounts. 

Audit Response. We never stated that agreement officers attempted to deceive 
Congress or that they did not comply with guidance on reporting agreement cost share. 
This audit went beyond the negotiated cost in the agreement and tried to capture the 
actual cost of the research efforts to the Government. The DoD can provide more 
disclosure on its reporting of the cost of other transactions to Congress by including 
reimbursements of current IR&D by the Government. 
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DCAA did identify five contractors that apparently contributed more to the research 
efforts than negotiated in the other transaction (Appendix D). Additional contributions 
were about 5.5 percent more than the other transaction value for five contractors. 
However, none of the research efforts were completed and it was unclear whether the 
other transactions would be revised or whether other research contractors in the 
consortium would provide less contributions, thereby, offsetting other members’ cost 
sharing. 

Comments. DDR&E stated that the report should not state recipients “reduced their 
cost share” by agreement officers accepting prior IR&D, Government-funded research, 
and charges for depreciated assets. The statement unfairly impugned the recipients for 
complying with the terms of the agreements negotiated with the Government. 

Audit Response. We agree that research contractors were complying with the terms of 
the agreements negotiated with the Government. The report is only fisclosing that 
research contractors received Government reimbursements for portions of their cost 
share. 

Comments. DDR&E agreed that better guidance was needed on how to value 
contributions related to Killy depreciated assets. The finding implied that the entire 
$3.5 million should be disallowed as cost sharing. However, reasonable usage charges 
are allowable for fully depreciated assets, in accordance with Federal cost principles. 
Therefore, the finding should identify specific amounts of excess usage charges or 
revised to recognize that a portion of the $3.5 million is allowable. 

Audit Response. The report acknowledged that, under a contract, a reasonable charge 
for fully depreciated items is an allowable cost and similar guidance is needed for other 
transactions. However, the DCAA reports did not identify how much of the 
$3.5 million would represent a reasonable usage charge. 

Comments. DDR&E stated that the report was factually incorrect as guidance was 
issued that states contractors are to provide their cost share from non-Federal resources 
unless otherwise specified. 

Audit Response. We agree that DDR&E has issued a memorandum for Technology 
Investment Agreements that states “to the maximum extent practicable, the non-Federal 
parties carrying out the research project under a Technology Investment Agreement are 
to provide at least half of the costs of the project from non-Federal resources that are 
available to them (unless there is specific authority to use other Federal resources for 
such cost sharing).” However, the memorandum has expired, the memorandum does 
not prohibit the use of Government-funded research as contractor cost share and the 
memorandum implies that Federal resources should not be used as contractor cost 
share. Therefore, we believe that guidance is needed in a DoD directive, instruction, 
or regulation that prohibits the use of Government funded research as contractor cost 
share. 

Comments. DDR&E stated that the issue of noncompliance with DoD audit policy 
was not justified because it related to DoD Directive 7600.2, “Audit Policies” that only 
applies to internal audits of DoD organizations and to audits of contractors and 
subcontractors that receive procurement contracts. The Directive for audits of 
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agreement type (other transactions) are not clearly delineated; therefore, the finding of 
noncompliance appears to be unwarranted. DDR(&E stated the focus instead should be 
on what policy the DoD should establish. 

Audit Response. In 1996, we informed DDR&E about the audit policies in DoD 
Directive 7600.2 and the problem with the audit clauses for other transactions. DoD 
Directive 7600.2 clearly states that “DoD Components shall not contract for audit 
services . . . unless expertise required to perform the audit is not available with the 
DoD audit organization . . . .” The Directive also states that prior approval from the 
Office of the Inspector General, DoD, is required for exceptions to this policy. This is 
clear guidance. 

Comments. DDR&E stated that it was incorrect to imply that DoD officials were not 
aware of the actual cost of other transactions. DDR&E believes that the finding was 
incorrect because it was based on the assumption that IR&D costs, if later reimbursed 
by the Government, are Federal funds. DDR&E stated that Congress indicated that it 
believes IR&D are considered private funds. 

Audit Response. Contractors’ IR&D expenditures are considered private funds even 
when they are Government reimbursed only for paragraph (a)(3) of 10 U.S.C. 2320. 
However, the issue that we were expressing is that Government reimbursement of 
contractor IR&D cost used as contractor cost share in an other transaction impacts the 
actual cost share of DoD and the contractor. A contractor’s cost risk is reduced when 
the contractor is subsequently reimbursed for the IR&D and the actual cost to DoD for 
the research is increased. 

Comments. DDR&E disagreed that nontraditional or new contractors who participated 
in an other transaction were at a competitive disadvantage with traditional DoD 
contractors because the nontraditional contractors were not Government reimbursed for 
their IR&D costs. DDR&B stated that nontraditional contractors pass on the cost of 
IR&D to its private sector customers through prices of its products. DDR&E stated 
that this is analogous to Government contractors passing those costs to the Government. 

Audit Response. We agree that nontraditional contractors can pass on IR&D costs to 
their commercial customers as long as commercial market forces make this possible. 
However, if a traditional DoD contractor is guaranteed reimbursement from DoD for a 
portion of its IR&D, the contractor’s risk and actual costs associated tvith the other 
transaction is reduced. 

Comments. DDR&E disagreed that the increased use of other transactions would 
affect the amount of IR&D and that senior acquisition officials and program managers 
needed to understand that increases in indirect costs on contractors' contracts could 
result from increased use of the agreements. DDR&E stated that firms make business 
decisions on the amount of investment in research and development and its effect on the 
business competitiveness. 

Audit Response. We revised the report on this issue. There is a relationship between 
IR&D and other transactions and that is what the report is disclosing. 
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Comments. DDR&E disagreed that the use of research tax credits reduces contractors’ 
cost and also that training should be provided to agreement officers so they could better 
negotiate the agreements. DDR&E stated that adjusting cost sharing to compensate for 
research and development tax credits would undercut the national policy basis for the 
tax credit. 

Audit Response. We identified the research tax credit as an issue that should be 
disclosed to other transaction agreement officers. If agreement officers are familiar 
with research tax credits, as well as reimbursement of IR&D, they would be more 
knowledgeable when negotiating cost shares. Negotiating the best possible deal for the 
Government supports an overall national policy of better government for less money. 

Comments. DDR&E stated that audit report statements that identify benefits from the 
use of other transactions are not very meaningful because only traditional DoD 
contractors and no nontraditional contractors were included in the audit. DDR&E 
stated that the survey should include nontraditional contractors or the audit statements 
should be deleted from the report. 

Audit Response. The audit included only traditional contractors because nontraditional 
contractors were not significant participants in those selected agreements. For 
example, 77 contractors participated in the seven agreements reviewed by DCAA. Of 
the 77 contractors, 11 (14 percent) were nontraditional and represented 2 percent of the 
total other transactions’ costs. 

Comments. DDR&E stated that the finding incorrectly implied that the Government 
paid $63,000 to a contractor sooner than if provisionally approved indirect rates had 
been used. However, payments were based on progranunatic milestones and not on 
cost incurred. 

Audit Response. Other transactions that have programmatic (technical milestone) 
payment provisions are not fixed-price research agreements, and the payment structure 
was developed early in the agreement and was based on cost estimates. If DoD 
payments exceed estimated cost significantly, payments are supposed to be adjusted. 
The finding acknowledged that this is a timing issue and that eventually the contractor 
should reduce claimed amounts to reflect final costs. 


Director, Defense Procurement 

Comments. DDF stated that 302 other transactions issued from October 1, 1989, to 
October 16, 1998, included two FY 1999 EELV awards for $3 billion and were the 
only FY 1999 awards in the Inspector General, DoD, numbers. DDF stated that the 
inclusion of the EELV in the report significantly distorted the data and urged the 
Inspector General, DoD, to exclude the EELV from the baseline throughout the report 
to be consistent with the Under Secretary of Defense (Acquisition and Technology), 
February 1999 report to Congress. 

Audit Response. We kept the EELV in the report because the EELV prototype other 
transaction awards were the most significant other transactions issued by the DoD. We 
disagree that excluding the EELV would be consistent with the February 1999 report to 
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Congress because the EELV agreements were included in the report. However, we 
were sensitive to how the EELV impacted the data and identified the impact throughout 
the report. 

Comments. DDP stated that the Inspector General, DoD, database did not include all 
new contractors participating in prototype other transactions. DDP stated that Table 2 
should be revised to include an analysis of the number and value of agreements 
involving new contractors that was based on updated information provided to the 
Inspector General, DoD, after the draft report was issued. 

Audit Response. In response to DDP comments, we updated Table 2 to include the 
68 traditional and 41 new contractors for the final report. As a result, the DoD cost 
share to traditional DoD contractors is 95 percent. 

Comments. DDP stated that not all new contractors participating in the prototype 
agreements were included in the Inspector General, DoD, database used to support 
Table 3b. The DDP review identified 41 additional new contractors participating in 
prototype agreements. 

Audit Response. After issuance of the draft audit report, DDP queried the Military 
Departments and Defense agencies to verify the Inspector General, DoD, database 
categorization of traditional and nontraditional contractors (new contractors) and to 
identify additional contractors that were not included in the database. The DDP effort 
identified 41 new contractors and 68 traditional contractors. The new contractors were 
identified as participants at the first, second, and third tier subcontractor level, and 
were not identified in the other transaction. In response to the DDP request, we 
revised Table 3b. 

Comments. The DDP stated that the report recognizes that OSD officials believe new 
contractors participation is appropriately measured by the number of agreements that 
have “new contractor” participation. DDP requested that the audit report be revised to 
display the alternative measures as the tables reflect the Inspector General, DoD, 
philosophy. DDP stated that the number of agreements involving new contractors 
increased to 34 (36 percent) when the additional 41 new contractors identified by the 
Military Departments and Defense agencies were included. 

Audit Response. We revised the report to reflect the additional contractors identified 
by the Military Departments and Defense agencies. 

Comments. The DDP stated that the DoD audit policy in DoD Directive 7600.2 
applies to contracts and is ambiguous about whether it also applies to other transactions. 
DDP stated that the criticism of activities not considering this policy is unwarranted 
because when the audit policy was written, other transactions were not contemplated. 
However, DDP agreed to work with the Inspector General, DoD, to incorporate 
appropriate audit guidance. 

Audit Response. Although DoD Directive 7600.2 does not specifically list 
applicability to other transactions, we believe that the policy clearly applies to these 
instruments. The Directive will be revised to identify its specific applicability to all 
contract like instruments to include other transactions. The audit policy was written to 
cover all situations and development of a new acquisition instrument does not make 
audit policy moot. 
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Comments. DDP recommended deleting the report narrative that states “since other 
transactions are somewhat like the buying of commercial spare parts in that standard 
procurement policies and practices do not apply . . . . ” DDP stated that the reference 
was incorrect and commercial items are procured by use of the Federal Acquisition 
Regulation. Other transactions do not use standard procurement policies because they 
are a different type of agreement and are not a subset of contracts. 

Audit Response. We clarified that section of the report. We acknowledge that other 
transactions are not contracts. However, it is important to issue policy to identify the 
services that DCAA can provide for other transactions. 

Comments. The DDP stated that it is incorrect to imply that the use of IR&D helps 
reduce contractors cost and risk and that DoD officials were not always aware of the 
acmal cost to the Government of other transactions because portions of cost 
contributions are subsequently allocated to Federal contracts. DDP stated that these 
statements are based on the incorrect assumptions that a company’s IR&D are Federal 
funds rather than private-sector funds. 

Audit Response. Contractor’s cost share and risks are reduced through the subsequent 
reimbursement of IR&D costs through other Government contract charges. There 
should be recognition of the reimbursement and adequate disclosure of the costs. We 
have difficulty understanding why DoD does not want to recognize that there is a 
relationship between IR&D and contractor cost share for other transactions. 

Comments. The DDP disagreed with the Inspector General, DoD, analysis showing 
that the five largest DoD contractors received 73 percent of the $2.3 billion of DoD 
funds for prototype other transactions and that, excluding the EELV, these 
five contractors received 53 percent of DoD fiinds. DDP also disagreed that the large 
DoD contractors had IR&D accounts and high Government reimbursement rates. DDP 
stated that the Inspector General, DoD, analysis did not go below the prime contractor 
level and that it overstated the extent of the DoD dollars to traditional contractors. 

DDP also stated that information was not readily available on the extent to which 
recipients’ investments (cost share) were funded by IR&D and for the majority of the 
EELV contractor cost share did not come from IR&D accounts. DDP recommended 
that the Inspector General, DoD, analysis be removed from the report. 

Audit Response. We wanted to disclose that the largest DoD contractors are also the 
largest recipients of funds for prototype other transactions. For prototype other 
transactions, 95 percent of DoD funds go to traditional DoD contractors. Our database 
identified that traditional DoD contractors participated in 88 of the 97 prototype 
agreements. That information is important because many of the regulations and 
policies relating to contracts do not apply to other transactions. We allocated costs to 
prime contractors and any subcontractors idendHed. The DoD database for contracts 
allocates amounts for contract awards only to the prime contractor. We have fairly 
disclosed the participation of traditional DoD contractors in this report. 
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Commenis. The DDP stated that it Is incorrect to assume “increases in contractors’ 
indirect costs could result from increased use of other transactions to attract more 
contractor IR&D.” DDP stated that this assumes a company does not budget for IR&D 
funds. A company’s IR&D funds are limited and therefore allocated to the highest 
priority. It is incorrect to assume that the IR&D budget will increase when an other 
transaction is awarded. 

Audit Response. DoD officials can benefit from understanding the relationship of 
current IR&D and contracts. Based on the DDP comment, we modified the report. 

Comments. The DDP stated that the Inspector General, DoD, used the audit to 
accomplish a limited assessment of the benefits of other transactions. DDP stated that 
the small sample of responses from only seven business managers and contracting 
officials could not be a reasonable representation. DDP recommended deleting the 
discussion in the final report or at least recognizing other efforts to access the benefits 
of the authority. The DDP stated that the DoD annual reports to Congress; the Global 
Hawk and Arsenal Ship, an IDA study of research agreements; and the Potomac 
Institute for Policy studies would provide reported benefits. 

Audit Response. It should be noted that the DoD did not develop performance metrics 
on the use of the other transactions since the authority was authorized; therefore, 
quantifying benefits from the agreements is difficult. Our analysis attempted to 
measure the benefits resulting from these other transactions audited. 

As suggested by the DDP, we reviewed the r^orts to identify benefits derived from 
other transactions. All the reports were either funded by or conducted for DARPA and 
examined the use of other transactions for research and prototypes. The reports 
identified benefits in the administration and technical management of these agreements. 
Benefits were derived from attracting contractors to participate that otherwise would not 
under a FAR contract; waiving of CAS and military standards and specifications; more 
timely decision-making processes; and eliminating oversight functions. One report 
stated that a contractor estimated a 23 percent cost reduction while another contractor 
estimated a 50 percent cost reduction and schedule. However, the report stated that 
estimating savings was difficult and validity of estimates could not be determined. 
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Appendix H. Report Distribution 


Office of the Secretary of Defense 

Under Secretary of Defense for Acquisition, Technology, and Logistics 
Director, Defense Research and Engineering 
Director, Defense Procurement 

Deputy Under Secretary of Defense (Acquisition Reform) 

Director, Defense Logistics Smdies Itaformation Exchange 
Under Secretary of Defense (Comptroller) 

Deputy Chief Financial Officer 
Deputy Comptroller (Program/Budget) 


Department of the Army 

Assistant Secretary of the Army (Financial Management and Comptroller) 
Assistant Secretary of the Army (Research, Development, and Acquisition) 
Auditor General, Department of the Army 


Department of the Navy 

Naval Inspector General 

Assistant Secretary of the Navy (Research, Development, and Acquisition) 
Auditor General, Department of the Navy 


Department of the Air Force 

Assistant Secretary of the Air Force (Acquisition) 

Assistant Secretary of the Air Force (Financial Management and Comptroller) 
Commander, Air Force Materiel Command 
Auditor General, Department of the Air Force 
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Other Defense Organizations 

Director, Defense Advanced Research Projects Agency 
Director, Defense Contract Audit Agency 
Director, Defense Logistics Agency 

Director, Defense Ccmtcact Management Command 
Director, Defense Contract Management Command - Atlanta 
Director, Defense Contract Management Command - San Diego 
Director, Defense Contract Management Command - Seattle 
Director, Defense Contract Management Command - Syracuse 
Director, National Imagery and Mapping Agency 
Director. National Security Agency 

Inspector General, National Security Agency 
Inspector General. Defense Intelligence Agency 


Non-Defense Federal Organizations 

Office of Management and Budget 
General Accounting Office 

National Security and International Affairs Division 
Technical Information Center 


Congressional Committees and Subcommittees, Chairman and 
Ranking Minority Member 

Senate Committee on Appropriations 

Senate Subcommittee on Defense, Committee on Appropriations 
Senate Committee on Armed Services 
Senate Committee on Governmental Affairs 
House Committee on Appropriations 

House Subcommittee on Defense, Committee on Appropriations 
House Committee on Armed Services 
House Committee on Government Reform 

House Subcommittee on Government Management, Information, and Technoiogy, 
Committee on Government Reform 

House Subcommittee on National Security, Veterans Affairs, and International 
Relations, Committee on Government Reform 
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Defense Research and Engineering 
Comments 



DIRECTOR OF DEFENSE RESEARCH AND ENGINEERING 

303P DeFCNSE PEKTA60N 
WASHINGTON, O C 20301-3030 


OCr (3 1999 


MEMORANDUM FOR ASSISTANT INSPECTOR GENERAL (AUDITING) 
SUBJECT: Draft Audit R^it o& Costs Charged to *Otbex TransactioD" Agreem^B 


This memorandum provides comments on a draft audit rcpmt fiom the Office of the 
Inspector Goieral (OIG) oititled '‘Cotia Charsed to 'Other Ti^aetion' AgreemeDts" ^ject 
Number 7AB*005 1 .01), Tfaia memoraodiim responds to the draft repmt as it applies to 
agreements used to stimulate or support rcKarcfa; die Director of Defense PiDcuremeni is 
reqxMidmg separately for ''other traosactioQS** used to acquire prototypes. The draft OIG report, 
dat^ September 2, 1999, requested comments that indicate concurrence or nonconcurreitee with 
the findings and recommimdaticms. Attachment 1 to this memorandum provides comments on 
findings in (he text of the report and Attachfflent2 respmids to the recommendations. 

The draft report is die result of a joint effifft of the 010 and the Defense Contract Audit 
Agency(DCAA). IbeDCAA reviewed costa charged to five research agroemenls that wm 
awarded in 1994 and 199$. There weren’t many “other transacticou” awarded befme 1994, so 
the review examined some of the earlier agreements of this type. 

The report's assessmoit of the costs charged to the agreements identified some areas where 
additional guidance is needed for cost sharing contributions. However, we are pleased (hat the 
review raU no issues with the S190 milUon charged to the Government tends provided by the 
agreements, nor with $221 million of the $304 miilion that agreemoitB officers accepted as 
redpiaitB' cost sharing. The latter fact is notable in that cost sharing in assistance awards to 
for-piofit firms was relatively new to (he DoD in 1994-199$; agreemeots officers therefore went 
through a learning process as they negotiated these mstniments. 

We also noted that DCAA rqxirta from (he review suggest that some recipients contributed 
more cost abaring to (he projects (han the agreements required of them. If that is the case, (he 
amounts of cost sharing and (he total costa of the projects as performed are both higher than the 
amounts negotiated. Hie three types of questioned contributions then would have less effect on 
co^ sharing percentages than the draft report states and the repmt should be revised to assess 
actual cost sbarea, which are more rignificant than negotiated shares. 

It still is important to address the issues the report raises with $83 million in force typm of 
cost sharii^ contributions. About $60 million of the $83 million is due to prior indepeiu^t 
reseaich and development used as cost riiare. The report correctly notes foat the issue was 
resolved in 1997, so what tlm review found was a vestige of a past problem that already had been 
identified and eonected. Hie second largest issue, with $20 n^on of foe $63 miltimi, is with 
Goveinmeot'ftmded leseardi used as cost share. Hte report should be revised to state that foe 
guidance for foe agreements already addresses Goyemment- funded research, although foe issue 
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in die rqxnt realty is an issue with the specific progrro involved, radierthan the agreements. 

We qipredate tfte OIG identifying the last issue witli about S3 million in costs related to 
depreciated amets, an area vdim we still need to improve the guidance fin the agreements. 

The review sought in two ways to identify benefits of using the agmementa. One way was 
to see if they achieved one of tiidr main goals azui reached *^iontraditionar firms, companies 
that had not beat participating in cost-based, DoBieseaich business. Itisncourai^fhattoe 
010 loolmd at tiie consortia that received more than 200 agreemenU between 1990 and 1998 and 
fijund fliat 56 percent of the ccmsortia inchided at least one nonlraditional finn. Moreover, the 
fimiB* paitici^mi in ccmsortia wifli traditional DoD perfiirmen shnild build new lelatioaish^s 
within die technology and industrial base, anodier Coa^essionsJ goal for the agreements. 

The secoi^ way dtat die 010 used to try to identify benefits of using the instruments was to 
ask for-profit consortium members about the advantages that diey perceived. The draft tcporCB 
stated result is that ‘the m^orify of research contractors did not identify spedfie benefits from 
using *otha transaction* agreements.’* However, the 28 firms foat were surveyed were all 
traditional DoD cootractois. Since the agreements are designed to remove barriers to 
nontreditional firms* participation in DoD research, one might expect that the 12 nontraditional 
firms involved in die five agreements would be the finns most lilmly to pocedve the benefits. In 
oixler to make a meaningfti! evaluation of die boififits of the isstnancnts, therefore, the OIG’s 
survey should include at least a rquesentative sample of nontraditional firm Otherwise, we 
believe that the OIG should drop this portion of the report. 

The rqioit is he^fiil in pointing out areas what improvements are needed, because wo 
stror^y believe in providing good stewardship ofFederd fiinds while trying to reduce 
unnecessary barriers to participaticm of nontraditioiial firms. However, I ask that you consider 
carefully the way that draft report chamctcrizes smne areas, to ensure that the final product is 

fair, balanced, and objective. For exan^le, die draft report includes statements dist stahrtoiy 
reports to the DoD and Congress overstated or miBrepresaited recipienls* cost aharing. Some of 
the statements are easily miscettl to mean that agreements officers intentionaOy r^xHled 
exaggerated amounts for cost shaiing, tiieiel^ deliberately misleading the Dcfi) aoid the 
Congress. That would be a very soious alle^tion but it is not supported by the focts in the 
report The report should state its findinf^ as clearly as possibly so dial it does not inadvertently 
mislead readers. Attachment 1 to this memorandum id^fies other areas where rewording 
would bdp prevent misleading readers, as well as areas whoe ditfe are factual errors. 

We appreciate having the opportunity to commeot on the draft report We look forward to 
continuing to work with you as we make improvements based on die report 


Hans Mark 
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ATTACHMENT 1: 

COMMENTS QN FINDINGS I N THE DRAFT RETORT 


SUMMARY OP FINDIKd~ 


Sven Ihough the 1989 ttms* 
HKhonziflg “oflKr 
tnauetioiu’' teqnitet Ae 
Sccietaiy of Deftue to line 
regubdonii oone to* Inied. 


BeouM prior DtAD, 
OovfnnBCBtABded mewch, 
and fiiBjr dopceckted MMS 
woe iaduded to Rdpknli’ 
eoat ituftog ccffitribudoBC 

• Did) npons to CongiMt 
uodestittd (he coit to die 
Fedenl Oovonmeat fhr 
teteirdi eflbvte; 


• StotuUiy lepom to DoD 
■Dd CoDgnti evoititod (h 
nteveh to be acUeved 
with ledptent flindi; 


• Dot) flninelil rleki 

aiMKiated with the refetrdi 


• The leetoitoiti’ actual OHt 
ihare waa orecitoted. 


t£ldKti&N(t)K 
DRAFT REPORT 


BackfrMizid,p<2,4'’C' 


Bnoarvc Sionpiaiy, 

SectlaaA.,p.?, isf. 

SeptisiA,p.9, 1*1 
SecdoiAp. 12,3^1, 
SectioaA.p. 12,4*^. 


Section A., p. 8. lari f. 


SectMiiA.p. 6, laett. 
SectkaA.p. 9.3*^ f. 

SeedniAp- 12, S’*! 
SectknA p 12, 4*^^ 


COMMENT 


We do aatagitewiih die finding fiiri **iiase wefe ~ 

kaaed.* KlatnielhatlheDoDhiiiiotyetiaaiieda 
coa^lee let of T^pilatkm gomatof award and 

«i< i ii l iiU n ' « tLMi >.f rti—i, Miww IimUtti— tTf^ T^4 

some regulatfoBa that apply to dwm. Tboae regulatiaas 
afeaelectedpcrionsoftheDoDOiantaBdAgreeiiKpt 
ReguktioM (DoD 32tO.AR) that apply to ai^taace ce 
a aiprecui toneat toBtramenta gennally (ndiidi include 
dc ^pc of “odw BanaaetiiMi* that tie WO reviewed). 
Purt^ttie finding ibouldbe con e rt ed to state fliatte 
aiatotot y mpiireneiM to iiaue legutoikiDa vna due to a 
19Mamep»*"*»«»^aadwaanotfadte 19B9 etatote, 
Weaiagreeftf dneeieaions. 


Fiiat, (hsc is no Ibt iiatnnenM* 
diat agteeatena ofBoen tahnttoBally miit^oited coat 
aharing amoastt, toei^ wltltiadlng CongrM To die 
heat i^ota knowlodge, agio e a a na odSeeta aecuntely 
Rporied the amounti of tedplent cool ahaitog that they 
ae g pt ia todi Oukhncotorfiietoctniinaitinow 
pRctodea aoine typeeof cmIb that 

a^neatena adteen ^eepted at redpteua' eou abaring 
fir a gimueiUi iwlewed by dw OlO, but the awanla 
weiv made la l994-199S,befbn (bat pridanea wmi 
iswed. 

Second, the antieipated "eoto to (he Pedeitl 
OovemmcDt fir teaeaitk 0011111“ and the '‘DoD 
ftoenelal riaka »—■— i«nwI wjib Roearch'* an the 

aiaouBti ofPedetol fimda awarded fluoagh the 
agreemoiti. Tboaeamonnladoiiatdqiaidoolhe 
enuunti Of RciptonlB’ Notihaiing. 7b (be beat of our 
knowledge, agrecsKniB oflictn aecmrately w yui led the 
amomti of Pedeml Bmikaweniedforthe egiemenla. 

Thtol, while tbc daft itoiori naee the lain “icIMr oori 
fhaie, MdowattaecmtopaopcalyaanHiecipteDia' 
BCtBil coit ihan. The nuatoat do not appear to 
include addidnul coat charing that die DCAA finmd 
loae lecqiienla cantrSmting vobintarily to the laaeaicb 
efibils, ova and abova what flu agr w e ne itfa nquiiad of 
IbeflL ‘’ActaaraoitahBeotocludafiiOKVohuitBiy 
cotoritoitiom. Igsvtog the aacanta ii imfav to 
wcipiaHi,intfaatitiinderatateafliaircoittbarB. Tbe 
abeaild be reviaad to ibow acliial amounts (to tbe 
case of ignemaats that were not completed It of file 
date of tte DCAA twiew, tlw lepcg t cm give oeily an 
toterim’itetat ofnctuilcoetahaiw). 


Final Rqxirt 
Reference 


Page 51 


Page 5 1 


63 




215 


Final Report 
Reference 


Page 52 


Revised 
Page 10 


Page 52 


Page 52 


Page 52 


ATTACHMBfT 1: Conm«nla ra thi nndlngt of iht Itaft Roport Poyo 2 of 6 


SUMMARY (K'FINIMNO 
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coMMekT 
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cost ihiie by uiiD| pte 
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depted^ equipment 

Exeeotive Summary, 

p.a.iH 

SectieiiA.,p.9,^5' 
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Section A,, p. 

We agree with the OIG that there needs to be hotter 
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Bemonshk DM daigta ibr fiiBy ^Ipiecisted aoets are 
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PedaaieoMpfiaclpka(Part31 oflheFedeial 
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A*^, sad A>t22). Tbeiefim, toe ■tnuM oitha 

MnW^DioyeWViiimuthfnfnimttiioir^iftfthiin 
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ttaaonabk nse chagea, v ivviae toe ftateineto to 
recognfae tost a poitioa of toe S3.5 milUoB iBty be 
naameUeand il]aiMbl& 

cfasied to te caBMrtnn 
naetien* ovedeid wcoanti, 

ihcte i^Meati te UQU CMts 
diiiBedtwfes. tnasnycuei, 
te fkdUdei nd eqaqpmenl 
weie Ailty or putfadiy 
depreckted MKh dut were 
originally pmchnod owkr 
other OovenmeMiwitdi In 
oddittoB DCAA icported dtat 

tha cniwifthim twawAtira'' ftrr 

nariul value orihnitBS were 
net Adly siq^KJitBd and, in 

nniB easci, fliceeded die 

IbHIbI pwchiH prion. 

Hie DDRAB giddaoce does 
not pndiibit nc^knti fiosi 
uing Govorauent-fiuided 
imeardi as cost dwring 

SecnonA.p. 12,2*1. 

Ibc finding is toctually BcorecL The report ihouid be 
rwhed le reoopnze toil toe DTOAB gnideace states 
that rec^deats are to psevidatocarceet share from 
noo-Fstfasal resontccs toll ire svailahlB to them nalcss 
then is apccliie ndhoiily to ue otocr Federal Tosoarces 
firtoeeoridiiio. 

Hb audit ptovWoni in the 
agreemeati did not cooqily 
with DdD audll poUqr. 

SectiosA .p 13, 1'1 

We beUere tost a fmdtog of BODCoo^liaace a not 
jmtified to lUi can. *1110 Bnrting spears to relate to 
toe two sHbeeqnent patagtipb of toe drafl report, 
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"Audit Fobcice.’* Ihat Directive ^ipUes to bterul 
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procaicsnent cootiacta. Procedirei for •mbti gf 

deliooiSed. TbmroR, toe Directive is aaibigiuNi in itt 
ippUeatteoto audits oTrec^ueDti ofatatstaBce 
toitnawilt. Afindtog<^aoneoii:^laiieewitotlB 
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and toe tottesd ibould be cniriiit policy toe DoD 
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ATTACHMENT 1: Commtnlt on Uw Fhcflng* of tho Onft Ro^rt Pago 3 of 6 


SUMMARY OF FINDING 

LOCATIQN(i) IN 
DRAFT REPORT 

COMMENT 

D(d} officiaU w« Bot ahmyi 
■WBB of die ictnl ooit to flw 
Pedoal OovcRnaaBt fie 
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Executive Sutnmuy, 

Sedi(mR,p.I?,lM- 

We believe Alt Ail finding iiiacometbeonite it ii 
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if later rnohnad by Aa Oovonaen^ an Fedenl 
fimdi, Kuwunu, ai noted is Attadanait 2, m (he 
lerpeoM to recawmenditka B.I.: 

-The CangnB hia Mted Alt RAD cull tneuied 
fay a fim Axou0 pertic^tia is eoaiortia or 
cooperative agteemesis fae Ally 

rcu^m^Ie aa IRdkD^ to Ae extont that Aey lie 
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tecipJentt’ eoA Am. 
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tfcel rSii|wet tft 4e kw, lt»« fht 

DtA£> m to be eentidaed M foivate fiaidi of Ae 
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SectkmB.,p.I>.l*t 
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SectknB^p. 19. 2** f. 
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Degotiate to get redpieiui (0 provide higher ■noonti of 
coat ihartDg, to eoB^misitt fbr IRAO nimbiBBementa. 

T^g to ofiM for IRAD coBtradiett Coognuional 

aharing cortofontioiu. 

nd 

IfteBegc^tnrwere 
loiowledieable of die effccti 
of IRAD nuaboiaiHat, du 
negotUttf be ihle tt 

better s^od^ nd taoeue 
die rccqiiflif • tebal coft 
oKitnbutioaL 

SectieeB^p.lQ.l”). 

Moaeevet, foete’i i coniiito&cy blue. Hu draftiqxnt 
pnpoaea to devahe a GoveamuBt CQtiliaclH*i IRAD 
ai cofi during becmie the Oovemimt tdinbiBiei a 
peatiiaoffoiMeaiti. TobecoiuuleDt,aoe«ould 
■In have Id devabe a noitttaditiQBal Sira’a 
aitiimtinanfitimlwwtlttAnlbiiikiffliE'Brm 

leoovmd fluae CQfti of dung bnnDcn from ill 
eoBBaBcialcuatDinen. However, we bdieve that 

iwartuT ftf fbete Anatintiiit It appinpriita 

DoD ihooid ibew the eSecti 
of OkAD reatAmeneiit ia tB 
rcporti to CoogreM becme 
eukufiflg iboM 
rrftriwBienifoti ftoadie 

Tepam does not folly diidote 
toCor^eM raduniorDoD 
ofBcbli the fliU eoft of “odia 
tnouctisiM'' to the 

SBClii»B,n21,2-1. 

WediiagTee. IRAD fondi are private fondi of foe 

coda of doing bnriDna by either Govenunut or piivato 
lector cutfomen. 

*t)dur tnaiKtiaDi'' ire 
iacieuiDg, whkh my afibct 
theimnaitoflRAD. Senior 
•c^pjiitiafl offiehU ind 
indiyidnil prngam mnnogoi 
need to uodentud tint 
incieniei ID Uirect oonti on 
Rcipknti' Ooveouneiii 
ccffltncti conU lemik fnsi 
uKRsied UH of '^itber 
tnaiicttom" to tfttict mow 
ledpieatlRAD. 

■SeSwITprSTJ^ 

We do not foiidc Out die toereaicd uie of theae 
agreeauab ia Gke^ to have a aiguficant flffoct on foe 
overall amount of DtAO. Oenenilly.wetliiDkflada 

Imn mikm a builnHi deoilcn on how nmch to Invtat 
to RAD at foe ’buoro” levd, talcira iota) nccoont ila 
tolnl lalef and how the RAD nvealnienl would 
bCRUe prica Id iti Oovenimcat andte pDfivato Hctor 
ciutosm and foueby iffiet Ito eompetitivauu. For a 
ODvemmcai coatracttn, that latta invirivei the 

effceloflBADantbjiidinctnftiilea. Atdu 
"niicro* leva], project-by-pojeet deeakoa on whne to 
bi^ the RAD fundi ihrald not altor foe bigln bvel 
bniinHa decidon en total RAD avatncnL 

Uh of KMiith Ox credlti 
be^ re&iee flu eoit and tiih 
■nodated wifli a ledpunt'i 
ceatibara. 

■ml 

SeetioaB^p. 17,2*^ 
SecCiasB,p.1S,3'*i 
Sectis&B^p.lS.Z'^i 

We dtf agree WcauK we believe Hut a4juBtiDg cost 
during artanmli to congKonte for the RAD tax credit 
woold tadeaaA foe aitioni] poli^ ba^ fu that tax 
credit u ei^lained foifoer in oar reapone to 

w*WBini«idiliM R t (m> Attorlmiwir 

If ttniningQn flu RAD Bx 
credit waa provided to 
ipeenunli ofScen, fluy 
woold undenttod rec 9 ienti' 
actual and potential eoati and 
could better mgatiato "oftier 
tnaaaction” ajtreonmta. 

Section a, p. 19, 2^ 

Section B.pp. 19-20, 
fiansplet I'j. 
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ATTACHMENT 1: Comm«nti on lh> Fhidlnds of the fteft Report Pigt 5 of 6 


SUMMARY C»^ FINDING 

LOCA'nC»^*)[N 
DRAFT REPORT 

COMM^ 

Hw of meuch 

Kcqxenti did not itotify 
ipe^ beoefitt (tom 
tnr**^**"*-” 

Executive SaraBaty, 
p.fi,y*r 

Section C^p. 23, 1"^ 

Section (X, pp. 2S-26, 
ndiaeetioo c^tled 
“Benefia of ‘Other 
Ttanssctnn* 
Agreameoti.’' 

As stated in tbe meiiKxaadum covBiint tins attadimein, 

fSii Bstemmt tt tx* vtrry ffieantwgfiil 
review inclnded OB^ tt^tkam DoD ccotnetora and 
cane of the nMtndilional finna involved in the 
consortia, Titf j«r»rto»« nyf tt*** 

snvey of fim Aoukt be deleted Bnlen fte suivey is 
taeadiaed to teclnde a rqncseatative aampk of 
nontradiiieDai finna. 

DCAA identified bur Sntis 
fcr luencb agreementt dm 
^l«H rndtieet coit mtu odm 
than Aeir proviuonafly 
qiproved DoD laiea (Le., (he 
latea dm they uae to develop 
tamran prognaa holing* m 
diehlMDeooliBeti). One 
ftnuDdcraniearch 
■gieeiDeot oventited mcuoed 
coata by $63,000 because it 
bad a pnpoied overhead cate 
instead of the ifgirovEd rate. 
Tfau U a timing issue becfue 
the Ann was tembuncd more 
tfmi if pravisional ntea had 
beeon^ 

Section C, p. 25, 4^ f 

The findag Bteonectly indues that tin Govonment 
paid $63,000 to the lec^ieat CQsuoTtimn looner Aian it 
wmld hive dtkBO if tbe ftm bad uaed a proviaionaSy 
■ppreved isdinot eoit Bte. However, Ao lesaaich 
agrtansHti renewed by Ae DIG provided fti 
Ooveanmit pnyneate to Ae eesaortk heaed on 
progriuuiiatk mHestonea and not on bcmred cantt. 
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PsgalofS 

ATTACHMENT 2: 

RESPONSES TO TBS. RECOMMENPATTONS 


SECTION A^ *<X)NTRACTOR COST SHARING” (pp. 7-16) 

RegnmmCTdafian A.1. WeRamnadtliatOieIMitcttt,I)efcoseIU!searciiaiid&)pteeriDg 
PDR&E) inchule in DoO directivea, isstnetio&s. or legiUatioDS “odier tnoBactioo" agnmeot 
guldanra tlist {ffcetndM using Govflmmmt-fimdsd reseanh and jnovides a reaaon^le use charge 
for fidly d^neciaied assets as contr^tor oost share. 

ReapoBM; The DDRAB partially coocura with thia two-part lecommendation. 

The DDRAE does not concur with the firat part cfthoieconunendation on 
Govemmeui-fiinded research for two reatoDS. QoereascniadttttheDDR&Bguidaneefor 
Technology bveatment Agreoneots fTlAa) afataify state* diat re e pent a are to provide their 
cost share from nothFedeial r e so cr c a that are available fa> fliem unless there ia qiecifrc 
anthority to use other Fedaal resources ibr frie cost share (the OIG therefore should correct 
the statement to die ccntraiy in the fosi sentence of the leccoid paiagrqfo on page 12 of the 
drafl report). The other reason is that the issue laued in the audit iqxntiela^ to foe 
Cainmacul'hCUtarytat^radaQPBitne8hipPTDgtaiD,foepatticnlarpiogramuivQlved. The 
OIG finding ia foal foe program office inlerpieted fltt statute for that program as providing 
specific antbority to use other Govemffie&t'fiinded research as cost sharing. The DDR^ 
guidance for TIAs is not foe appropriate vehicle for addressmg fois program>spedfic issue, 
because foe same issue ^liea fiir any type of agrceni e nt (ie., procoRmeni cerntract, grant, 
cooperative agreement, a- ofoer instrumeat) used n> eany out ^ program. 

The DDR&E oonenrB wtfo the second part of foe rccommendatiDn rai foe need for additional 
guidance oonceming foe use of fidly depreciated assets as redpaenta’ cost share. Weintoid 
to tune a DoD Instruction fo provide dm additional guidance W months after the issuance 
of the final OIGrepoit 

<«-^»> 

RMommadatte* AJL We recommend foal foe Director, Defense Research and Engmeeriog 
(DDR&E) include in DoD directives, mstruetbos, or regulations "other tranBactioD” agreonent 
guidance that identifiea how to design an ^^iropriate Bccesi>to*feconb clause to verify foe terms 
andconditionsoffoeagreement. Guidance sbi^d include consideratum of risks, materiality, 
funding involved, contractor past performance, adequacy of arntractor business systems, and 
methodology of payment (cost ba^ or perfbanance based), aid foe need to verify 
Govenmierd-fonded and contEsetor cost share contributions. Tbe guidance sbouhlreforeDee and 
doctibe foe appficatkn of DoD I^rective 7600.2, "Auifit Fotides," and DoD Directive 7600.10, 
"Audits of State and Local Govenmeats, Institotioiis of Hi^ Ednetrion, and Ofoer Nonpofit 
InstitutiMia.” 

Response ! The DDR&B partially concurs. Tbe DDR&E concurs wifo adding to the TIA 
guidance refcrmices, as appropriate, to tbe Single Audit Act as implemented by 0MB 
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ATTACHMENT 2: Itoqwnm to llw RasoomwntiAdonB of tiu DrofI Ropoit Pogo 2 of 6 

fStrailar A*1 33 Bod DoD Directive 7600. 1 0, as wdi as a discossioB of aceeas-to-iecards 
provisicma. Tbs discussion oftheaccaa-to-records provisions will tecognize dial a pu^ose 
of TlAs is to involve commodal finns that traditicaiBlly l»ve been teluctanl to do cost-type 
business with the Qovennarat doe to Goverameot-aniqaerequiTemaitB. Consistent with 
that purpose^ die g'iManee may provide fiir access-lo-records provisions that vary in who is 
givm Bccess, Federal aodhas or other indepoident andhois, end in the records to ^rtiich 
they are given access far die purpose of renewing project expenditarcs. For any intemal 
guidance that may be issued ^r op ri ately widiout sa opportunity for public conmicnt, the 
DDR&E intenAi to do SO by s DoD Instr^tioa four months afler die issnance of the final 
OIGrepoiL Additional guidance, ifoeeded, would be issued through publfoadon of a 
proposed and final rule in the Fedoal Register, a process that may take a year or more. 

However, the guidance should not refer to DoD IKreetive 7600.2, which docs not clearly 
to ff wiytanca instnimcnts. We restate a 1997 response to dus lecommendattoo, fimn 
OIG Audit RqKnt 97-114, "Award and AdministraHon of Contracts, Grants, and Odier 
Transactioris Issued by the Defiase Advanced Research Projecti Agesicy:** 

"Although it is amtnguaus vtiiether the Kmitarinn oq contracting for audit 
SMvices in DoD Directive 7600.2 applies to instrumeols other than procurement 
contracts, die DDR^ eoncurs widi inchidmg in the guidance for all types of 
OTs a requirement for a DoD componoit to coordinate with the IG, DoD, in 
individual cases where it eidiv: (I ) contracts widi a non-Federal independent 
auditor for audit of a recipieDt; or (2) requires a reeipknt to hire an indqimdent 
anHifaw (other thiwi the indqieiideDt auditor rhut tiie recipient’s financial 
statements, as described in the following paragraph) to conduct an 
award-specific audit on behalf of the Govezzanent. 

"However, diere should not be a reqdremeat for the IG, DoD, to be consulted in 
each individual case if DoD poU^ or the award terms lequne the recipient to 
have a "siogle audit" performed by the independent auditor Oiat andiia the 
recipient's financial statonents. A *^ingle aodir would bo an expansion upon 
the audit of the financial Btaiements, to inchide a review of the intemal cmdrol 
structure to provide assurances that the lecipicnt is managing Federal awards in 
compliance widi Federal laws and icgulationa, and with the toms and conditions 
of dm awards. Hie assurances provided "single audits" can obviate or greatly 
reduce die need for final cost audita of individual swords." 

We will work with the 010 to design a pioceae for asy coordioalion with the IG, DoD, that 
does not del^ negotiation of agreements. 

«<-^»> 

Recwnmendattoii A3. We reconmiend that the Director, Defease Research and Engueeting 
(DDR&B) inchide in DoD directives, instructions, or regulations "other transsetion" agreement 
guidance that idoitifies die roles and responsibilities tb^ die Defense Contract Audit Agency bas 
for “ottier transactions'’ and the sovices it can provide to agreement officers. The guidance 
should be developed in coordination with die Agency and state that agreement ofiQcen diould 
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ATTACHMENT 2: Ratpom— to tfM RaeommerMtotlom of tho Draft Itapert Pag* 3 of B 

use the Agency to verify temu and cosditians of *^erDansaeUoir agreements where the 

Agency has audit cognizaDce. 

RespoBte t Hie DDR&£ partially coneun. TheDDR&Econcunwitiimclcdinglai^uage 
in Qie HA guidance to address ttorelefloftiieDefimMCoiitnet Audit Agen^. Weinteod 
to develop tiut language in coordination witii the DCAA and issue it by a Dc^ Instmction 
four moi^ after the pnblication of the ftnal DIG repon. 

The DDR&E does not concur with iasuing gnidance that oiplidtly states tiiat the DCAA 
will be used to verify ledpienti’ congiUaBce with terms and omtfitioM in every case in 
which tire DCAA cuscDtlylBU an SD^tueseBice at the ledpeot Rsthar, the policy should 
parallel the one for otiier assistance swB^ to for-profit organizaticna dist was iasued in 
1998inPart}4ofDoD32!0i»^*TbeDoDGiantand AgrerauaitRegulationA'' The 
policy in Part 34, “Admirurtrative Requirezncails for Granta and Agreemrata with FcavProBt 
Organizations,” is that any for*profit Tec4>ient that etqienda $300,000 or mcut per year in 
Federal awarda shall have an audit made for that year. The rea]»ait may elect to engage 
indepewdant, non-Fed«l auditors to meet the lequiiemml, miy use au^ta perfotmed hy the 
DCAA or Federal andhon, cu may rely os a coanbrnarioo oon-Federal and Fedoal 

anditon in a coordinated audit qppfoac^ TUa policy does not lequiie cadi re^aent tost 
baa a DCAA andit preaence to mod foe re(]uireineDt tbrou^ DCAA nuhta, and the policy 
waa adopted wifo foe coocuaence of the IG.DoD. The pdiey for TlAa should not te more 
reatrictive than foe policy in Part 34k and we are not aware of ptoblont that have arisen to 
justify a policy chntge in Fait34. Thsefoie, we intend to vwirit with the OIG and the 
DCAA to develop a reasonable approach to veriScation of lec^icDts* compUaooe with 
award terma and conditioDa, and to issue guidance ineoiponting that poli^ by a DoD 
Instruction four months after reaehiag closure with the DIG on the substance of the policy, if 
the guidance can be issued appropriately witiicnit oppartnnify for pnblie comment 

«<-^»> 


SECTION B., *%FFECT OF INDEPENDENT RESEARCH AND DEVELOPMENT 
COffTS ON CONTRACTOR COST SHARE” (pp. 17-22) 

RecomntcBdatiim B.I . We recommend that the Director, Defease Research raid Engineering 
provide truining to "other traDaBctiaD” agreement offictn on bow to detennine foe efiecta of 
current independoit reacarcib and development reimbarsemeat on contractor cost ahare and 
{novide infonnation to ^rcement ofiSeers on the research lax oedit. 

Responae i The DDR&E does not concur wifo this two-part lecmomeodatioD. 

Wifo respect to foe first put of the recommadation, we do not believe foal foe 
Govenunent’i detennination of the value of a firm’s cost ihaiing cootiihnion should be 
affected by foe amount of independent reaearch and devdopment (IRAD) that is inclndfid in 
foe contributioiL The Congresi baa recognized (page 568 of House of Representatives 
rqiort 102-31 1, foe conference report accon^Mnying the Natkoal Defense Authorization 
Act for Inaeal Yean 1992 tod 1993} that IRAD costs incoired by a firm through 
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partteipation in consc^ or cooperative ^re^ORits dwuld be Mly rambaisable to fits 
exteod that tttocosti are leasGoebk, allocable, ffidotiierwueallow^Ie. Thiast^ement 
viewed fiom tte perqte^ve of die coofortU or cooperative agreementa, rather than fiom the 
perspective of procutonentcoatricta to which the later if charged, eBBmlially a that 

Federally lehnlnitBedlR&D may be used aireeipiaita' coat diare. Ihat'scoDaiBtaitwithaa 
earSv policy set by the Congtesa, in 10 11.S.C. 2320, that amoonts qrent fi>r IR&D are to be 
consid^ aa private fimdi of the recipient, rather thu PedenI fiinda, for purposes of 
detenruning ttyitnical dtta d^. 

Firms invest tiieiriDtemilfUDils in R&D for future products and processes. Firms that do 
business in the commerdal marketplace recover th^ R&D ievestment costs thitragh the 
prices they charge thdr cuitomas for goods and services. Finns that do business with the 
Government under cost-type awards recover the costs in part through mdueet cods dtarged 
to tltose awards. In both cases, RAD costs are legtimaie and neceasaiy costs of doing 
btisinen for firais in technology-dqtendeot seefon and the films pan tboM costs along to 
foeircustomen. The custameta’rdmbaiicmentiofafimi'a investment of hs own foods in 
RAD should not be a foctor in evaluating foe film's cost ahaiing commilmaDla^ wfaetbei or 
not foe Govonmeittia one of foe costometa that provided the rBmboisanents, foe foods stOI 
ahould he viewed as the Gim'a internal fimdi and not Federal funda or other cuatomen* 
funds. 


t^ifo respect to foe second part offoereeommauiation cooeanbg RAD tax credita, we 
believe that foil credit is a matter of national policy. The Interttoffoe credit is to encoutage 
private finos* inveatment in RAD. Iherefore, it would be undercutting national policy if an 
agr^menla officer required a finn to inved ad^tional cost sharing to ofiset the effect of foe 
taxcrediL Doing so would be aomeufoat analogous to redDcing a Federal mnptoyee’s salary 
if he or she borrowed money to buy a home and reemved a tax dedoctim for foe mortgage 
interest; the salsiy redaction would undercut the national policy basis for the mortgage 
interest deduction. 


<« + >» 

Recommendatton B We reconimend that the Director, DeieiiseReaeaicb and Engineering 
pDRAE) require that (he annual report to Congress on research "ofoer tranaaction*’ agreemaits 
identify the estimated efiecls of cunent independent research and develiqmuat rdmbuiaement 
on contractor cost share. 

ttiapoMe ; The DDRAE does not cmicor with this reooznmradation. The rationale, which 
is foe same as that given in recommendation B.I., is that IRAD reinibuiaemEnt does not 
affect a recipient's cost share. 

«<>»> 
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SECTION "CONTRACTOR TREATMENT OF ‘OTHER TRANSACTION’ 
AGREEMENTS’* (pp. 23-26) 

Rettunmtadatfoa CJ. We recommend that the Du«ctDr»Defaifie Research and Engineering 
establidi policy in DoD dirBcdvea, inatrocdODS. or regulations Ibr "Dther transBction** ^leemrats 
that Teqniies ^reement officers to alet the Ddimse Contract Audit Agency of a potential Cost 
Accounting Standard 402 noncompliattce on ofho Govenunent contracts resulting from the 
contractor’s incoosistent accounting treatment of cost shares tesociated with an "ottieT 
transactioo’* agceemoit 

ReepoMK The DDR&E concurs wifri amending (he guidance to require ^rcmMSits 
officen Dodfy the DCAA if th^ bccmne aware of a potential noncompliance with the Cost 
Accoimting Standard 402. The DDR&E intends to issue guidance to that effect by a DoD 
Instructian fiMir months after the issuance of the final OIG report 

<«-^>» 

ReeomiBcndatioB C.2. We recmamend that the Director, Defease Research and Engineering 
establish policy in DoD directives, instmcdona, or regolations fi)r "other transaction” agreements 
that require oontrectors to use o^cfaesd rates, if available, that do not exceed the provisionally 
q>prov^ DoD overhead rates to detenhine "odur tnnsacti<»" costs. 

Retponaa ! The DDRdcE concurs in part with this recommendation. For any agreement that 
is structured to provide fiv Government payments to a firm or consortium based on incurred 
costs, it is appmpmtc to issue guidaiue thM requires tire firm or any ibr-profit consortium 
member with provinonal Government billing rates to use those rates or lower rales for 
accumulating and rqxutmg costs and for requesting payments. For agreementa with 
milestone pqrment provisionB, the Government would make payments of agreed-iipon 
amounts when the milestones are completed. The DDR&E inteaids to issue guidance on this 
issue by aDoD Instruction four mctn&s after issuance of the final OIG report, if the 
guidance qipropriately can be issued wiAout an oppmtunity lor public cammenL 
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Defense Procurement Comments 


OFFICE OF THE UNDER SECRETARY OF DEFENSE 

3000 DEFENSE PENTAGON 
WASHINGTON DC 20301-3000 

October 26, 1999 

1ECHNOLOQY 

DP/DSPS 

H^RANDUU FOR ASSISTANT INSPECTOR GENERAL (ADDITING) 

SUBJECT: Draft Audit Report on Costs Charged to 'Other 

Transaction* Agreements (Project No. 7AB-0051.01) 

I appreciate the opportunity to comment on the subject 
draft DoD 16 audit report. My response addresses the findings 
and recommendations regarding 'other transactions' for prototype 
projects. The Director, Defense Research & Engineering is 
responding separately for 'other transactions* used for 
research. 'Other transaction* authority is a valuable tool that 
permits the Department to create business arrangements necessary 
to attract traditionally non-defense commercial conpanies and to 
develop beneficial and innovative strategies when contracting 
with conq)anle8 who normally do business with the government. 

The IG report reviewed the financial and cost aspects of 
two early DARFA prototype 'other transactions' totaling $466M, 
out of a Fy94-98 universe of 95 'other transactions* totaling 
$1.1B. I am pleased that there were no reported deficiencies 
impacting final costs paid by the government for prototype 
'other transactions'. While several of the 16 recommendations 
are based upon circumstances not found on tbe 'other 
transactions* for prototype projects reviewed, some of these 
recommendations will add value to our current framework for 
implementing prototype 'other transactions', and I have agreed 
to incorporate them in any guidemce we may issue. 

There are two issues in the IG report that are of 
particular concern. 

Coogresaional Reports - IR&D and Research Tax Credit . The 
IG believes that agrements officers should reduce offeror 
proposals to reflect potential IR&D costs to be reimbursed under 
government contracts, and research tax credits that will result 
in reduced income to the U.S. Treasury. Based on this belief, 
the IG states that DoD reports to Congress have not fully 
disclosed the cost of the agreements. I strongly disagree. The 
reports to Congress were based on tbe negotiated amounts 
included in the agreements. 
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I do not agree that the recipient cost share should be 
reduced if some portion is reindsursed by the government as IR&D 
costs. We have always treated IMD costs as private contractor 
expenditures when determining technical data rights, and it 
would be inconsistent to treat them as federal funds for 
determining cost share for 'other transactions'. We believe the 
Congressional intent on this matter is clear. 

I also do not agree that the recipient cost share should be 
reduced if the recipient is entitled to a research tax credit. 

We have never considered the inplicationa of federal taxes in 
pricing our contracts, in part because we do not want to 
interfere with the tax incentives that have been granted by the 
Congress without regard to whether a coxtpany does business with 
the govemment. It would be virtually inpossible to predict the 
amount of any teix credit a ccxipany might be entitled to receive, 
and there would be no benefit to the government from doing so. 

It is inappropriate to portray this disagreement on the 
treatment of conqplex overhead and tax issues as a failure to 
disclose the cost of the agreements. The report needs to be 
changed to remove this inaccurate portrayal. 

'New Contractors* ■ The IG report asserts that 2.5% of DoD 
cost on prototype 'other transactions' went to 'new 
contractors' . I believe the appropriate measure of 'new 
contractor' participation is by agreement rather than by 
company. Using this as the basis after updating the 016 
dateibase for other known participants, we found that 
approximately 36% of the agreements attracted at least one 'new 
contractor' . The OoD cost on these agreements is approximately 
24% of total DoD prototype cost. 

In addition, I believe modification to the percentage of 
new participants is required because I understand that cocpanies 
that formed new business units and those that do a very small 
percentage of Defense work were categorized as traditional 
contractors. Further, categorization based on location may not 
be a valid measure of 'new contractors* because a location may 
be a comprised of multiple segments (commercial emd government) . 

Our percentages appropriately exclude the two PY99 EELV 
awards. These awards are the only py99 awards included in the 
16 numbers. Inclusion of these two high value awards to 
traditional DoD contractors in a database of FY90-98 
information, significantly distorts the data. I urge you to 
e3q>and the Table 2 analysis to include the Department's measures 
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of '‘new contractor* participation by agreement and to use the 
FY90-FY98 information as the baseline throughout this report, 
with supplemental infomaticm provided on EBLV. 

Attached are concerns I have with the accuracy of a number 
of statements made In the report. I appreciate having the 
opportunity to comment on the draft report and look forward to 
continuing to work with you on this matter. 

Eleanor R. Spector 
Director, Defense Procurement 

Attachments: 

1. Comments on Recommendations 

2. Comments on Findings 
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DODia DIt&n JUXDI7 BZPORT Q¥ COSTS CBMUEES TO *OTBKR TRAmUUn^XON' 
JkORSBOBTS (PBOJBCT VO. 7AB>0051.01) 

orricx op tex uhdbr sbcbztart op remsB 

(ACQDlSinOV IHD TlCaVOLOOY) /DHOBCTOR UCFM SK PKOCORaOENT 

ccMo n iTB at wtcoasBataaicatB 


ReoH— w«t«tlon B.l i DDP include in DoD directives, 
instructions, or regulations *other transaction* agreement 
guidance that precludes using Govemment>funded research and 
overvalued assets and provides a reasonable use charge for fully 
depreciated assets as contractor cost share. 

TOP Response I Concur. nSDlATBL) is considering issuing a 
Directive that would mandate the use of the "Other Transactions* 
Guide for Prototype Projects. I plem to include in the guide a 
restriction on research and developroent funded as a direct cost 
under a goverzunent extract, grant, or other agreement from 
being used as a contractor cost share unless specifically 
authorized. The guide will also provide the hey factors to 
consider in determining the amount, if any, of a usage charge 
for fully depreciated assets used as a contractor cost share. 

A.2 i DDP include in DoD directives, 
instructions, or regulations 'other transaction' agreement 
guidance that identifies how to design an appropriate access-to- 
records clause to verify the terns and conditions of the 
agreement. Guidance should include consideration of risks, 
materiality, funding involved, contractor past performance, 
adequacy of contractor business systems, and methodology of 
payment (coat based or performance based), and the need to 
verify Government and contractor cost share contributions. The 
guidance should reference and describe the application of DoD 
Directive 7600.2, 'Audit Policies*, and DoD Directive 7600.10, 
'Audits of State and Local Governments, Institutions of Higher 
Education, and Other Norqnroflt Institutions*. 

PDP Response I Partially Concur. The 'other transaction* guide 
will include the various factors to be considered in developing 
clauses that permit access to the records that are necessary to 
verify con^liance with the requirements of agreements that 
provide for Interim or final reurbursement based on actual costs 
incurred. DDP will work with the 10 to eBt^d7li8h appropriate 
policy regarding the applicability of DoD Directives 7600.2 and 
7600.10. 'Hiere must be some flexibility incorporated into the 
application of DoD Directive 7600.2 to Mother transactions” that 
permits the use of indepoident auditors when government auditors 
do not have audit cognizance. IM3P will work with the IG to 
establish guidelines for determining when independent auditors 

ACtacluneiit 1 
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may be used and will provide the IG with an annual listing of 
any independent auditors used. 

Reorwwi«mi%«tion A.3 y DDP include in DoD directives, instructions, 
or regulations 'other transaction* agreement guidance that 
Identifies the role and responsibilities that the Defense 
Contract Audit Agency has for ’other transactions* and the 
services it can provide to agreement offices. The guidance 
should be developed in coordination with the Agency and state 
that agreem^t officers should use the Agency to verify the 
terms ^md conditions of *other transaction* agreement where the 
Agency has audit cognizance. 

DPP Rasponae i Concur. The audit guidance I will issue for 
coordination for inclusion in the *other transaction' guide will 
require agreement officers to use DCAA when a company business 
segment has DCAA audit cognizance and the agreement provides for 
interim or final reimbursement based on actual costs incurred. 
Use of auditors other than DCAA in such situations vnmld require 
approval by the 10. For those con^iany business segments that do 
not have DCAA audit cognizance, DDP would provide the IG with an 
annual listing of any independent auditors used. 

Recomandatlon B.l i DDP provide training to ’other transaction* 
agreement officers on how to determine effects of current 
independent research and development reimbursement on contractor 
cost share and provide information to agreement officers on the 
research tax credit. 

DDP Response ! Nonconcur. Adjusting recipient cost shares for 
IK&D costs treats such costs as government funds. This ignores 
the Congressional mandate that IR&D costs be treated as private 
funds. In addressing the issue of technical data rights. 
Congress specified in 10 U.S.C. 2320(a)(3) that IRSiD funds 
shall not be considered to be federal funds. It would be 
inconsistent for the Department to treat IRAD funds as private 
funds for purposes of determining technical data rights, and as 
federal funds for purposes of determining cost shares for 'other 
transactions’ . 

In addition, in discussing the use of research 'other 
transactions', the Senate Committee cm Armed Services in report 
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D0DI6 DRXn AUDIT BXPORT OH COSTS CBASOED TO 'OraSR TRANSACTIOH* 

AoitzoasTS (mojBCT no. tab-oosi.oi) 

orncK or tss under secrbtari or DsnNSB 
(ACQDISmOV AND TEONOXiOOT) /DIRECTOB DBrENSE PROCUREMENT 
ccaocDn'S on recommendations 


104-267 stated that it Intended that the sunk cost of prior 
research efforts not count as recipient cost share, and that 
only '',.the additional resources provided by the private sector 
needed to carry out the specific project should be counted.* 
Clearly, Congress recognised that because current IR&D costs eure 
private funds, they may be used as a recipient's cost share. 

The 16 ei^resses concern that government contractors have an 
unfair advantage because tb^ may charge their government 
contracts for part of the cost of the "other transaction*. 
Commercial cott^anies' may also charge their other contracts for 
the cost of independent research and development effort. 

Congress also provided an incentive for research through the 
research tax credit. Adjusting cost shares for recipients that 
are eligible to take tfaa credit would inappropriately penalize 
recipients. This recommendation is also inconsistent with how 
DoD treats federal inccHite taxes for contracts. DoD does not 
include federal income teoces in determining reimbursement or 
computing refunds due under cost-based contracts. Furthermore, 
it is not practical, and in moat cases not possible, to 
determine if the compeny qualifies for the research tax credit 
or how much the credit will be. 

Reocaaendatlon B.a > DDP require that the annual report to 
Congress on research and prototype 'other transaction* 
agreements identify the estimated effects of independent 
research and development reimbursements on contractor cost 
share . 

DDP Response I Nonconcur. For the same reasons stated in our 
response to Recommendation B.l, inclusion of ir&d costs in the 
report to Congress is inappropriate because it would result in 
treating the costs as federal funds rather than private funds. 

Rsccnmtsttdatlon C.l i DDF establish policy in DoD directives, 
instructions, or regulations for "other transaction* agreements 
that requires agreement officers to alert the Defense Contract 
Audit Agency of a potential Cost Accounting Standard 402 
noncompliance on other Government contracts resulting from the 
contractor's inconsistent accounting treatment of cost shares 
associated with an 'other transaction’ agreonent. 
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DPP RaBponae * Concur. There will be a requirenent that 
agreement officers notify DCAA if they become aware of a 
potential noncompliance with CAS 402. 

HaoammenrtatioB c.a i DDP establish policy In DoD directives, 
instructions, or regulations for "other transaction' agreemente 
that require contractore to use DoD provisionally approved 
overhead rates, if available, to determine the "other 
transaction* cost. 

PDF Response I Concur. The "other transaction* guide is planned 
to include a requirement that, for "other transactions' that 
provide for interim reimbursement baaed on actual costs 
incurred, the interim reimbursement rates will be no higher than 
provisionally approved indirect rates, when such rates are 
available. 
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DODIfi DRAFT AUDIT REPORT OS COSTS CBARSBD TO *OnER TRAHSACTIOT' 
AQRBSOaiTS (PROJECT HO. 7AB-0051.01) 

OFFICE OP m DHDER SBCRETART OF DinRSB 
(ACQUZSinW AHD TECBSOLOOY) /DIRECTOR DEFEHBE PROCUREUEHT 
CQUHEHTS 09 FQIDINOS 


1. Page 1* 2 '^ paragrapb* 2^ aaabe&o* • This aaatanoa 
erroneously lJ^plieB *otber transaetlona' were authorised eelely 
to reduce barriers bo conBareial ceopanies. Recommend change ae 
follows: 'Other tremsactlon' agreements were authorized to 
reduce barriers to ccmmercial firma in DoD research, to hereby 
broadeneeg the technology and industrial base available to DoD^ 
and to foater*ftg new relationahipa and practices within the 
technology and industrial base that supports national security. 

2 . Fags 1, 2*^ paragraph, last santsnea doas not recognize the 
complete eoope of the «6thar transaction* authority •> Technical 
correction recosevended as follows: "Other transaction* 
agreements are generally not subject to statutes or regulations 
limited in applicability to a ocooiatcd with -eontractB , grants or 
cooperative agreements . 

3. Page i - The 4*^ paragraph states that £roa Dottier 1, 19BP 
to Ootobar 14, 1998, tha DoO issued 382 *othar traneaetion* 
agreesanta.jOf about $7 billion, nils dollar amount represents 
FY90-py98 awards and the two FY99 BBLV awards for $1B. The BBLV 
awards are the only 9799 avnrds included in the IS numbers. 
Inclusion of these two high value awards In an aggregate 
reporting of what is otherwise Fy90>96 information, 
significantly distorts the data. The Department urges the 10 to 
use the FY90'‘FY98 Information as the baseline through out this 
report, with supplemental information provided on 5ELV. This is 
consistent with the approach used by the U5D(A&T} in its 
February 1999 Report to Congress. 

4. Page 1# 1** paragraph, 3** lentenoe - Same comment as HI 
above. Revise 'foster new relationships and practices with 
commercial technology and industrial firms* to 'foster new 
relationships and practices within the technology and industrial 
base* consistent with 10 OSC 2m(h) (2) (C) (ii) . 

5. Page 2, laat paragraph, etates that *_bha 1989 statute 
autberiBing 'other transaatlons' requlreB the Becretary of 
DafaoBa to Issue r^ulatloas-.* sad that '.guidance In tbe 
ggaiBopandunB on research and prototype projects Is neemaadatory*. 
The statute did not require regulations until the Federal 
Acquisition Streamlining Act of 1994. Prototype authority was 
authorized for DARFA in the National Defense Authorization Act 
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OPPICB OP THE OHDIR SRCRSTART OP DEPBffll 
{ACQOZSITICai AND TECaOLOOY) /OIRICTOS DSPESSE PROCHREHENT 
COHHRBTS OH PUfDQiOS 

****•«»• 

for Fiscal Year 1994. It was not extended to the military 
departments until the National Defense Authorization Act for 
Fiscal Year 1997 and has not been enacted as permanent 
authority. Consistent with the teiqxirary nature of the 
authority, the USD(A&T) issued policy guidance on December 14, 
1996 and DDP has issued two follow-on memoranda. Thera is no 
evidence that the USD(A&T) or DDP policy menoranda are being 
treated as non-mandatory guidance. 

6. Page 3, Table 1, ineludes the t3B m» lELV awards la tba PY 
1998 845 totals - Consistent with rationale diacuased in comnent 
#3, the table ahould nob include the BELV awards in the FY 1998 
totals. 

7. Page 3f laat paragraph^ laat aeatenaa begiaa with a 
dlsouasloD of bow DoD cost ahara waa prorated among contractors/ 
but inappropriately ooncludea by t*farenoing whether eontxaotora 
ware providing funds. The appropriate conclusion should be that 
the agreements did not always Identify the DoD cost share 
provided to each participating contractor. 

8. Page 4/ Table identifies a fioS oost-share to new 
oontraators as 3.9% baaad on a prorated distribution of 
goveinnent dollars (including KBLV) to all DoDIQ identified 
prototype contractors. See consnents in the DDP cover memorandum 
and in Coocnent #3 above. The IG figures derive from a database 
that does not include all "new contractors* participating in 
prototype 'other transactions* and should be updated. Table 2 
should be revised also to include an enBlysis of the number and 
value of agreements that involved 'new contractors* based on 
updated information provided to the IG regarding participants 
not currently included in the database. 

9. Page 5, Table 3b, identifies the suid^ax of new end 
traditional contractora. Not all 'new contractors' 
participating in the prototype 'other transactions' are included 
in the 16 database that was used as the source for Table 3b. 

Our review identified an additional 41 (5 duplicate entities) 
'new contractors' participating in prototype 'other 
transactions* . 
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10. Page 5, last pgregrapb, recognises that osD officials 
believe *naw contractor* participation is appropriately neasured 
by the nonber of agreeasaitB that have ^ew contractor* 
participation. This alten^tive measure should be as 
prominently displayed as axe the tables that reflect the IG 
philosophy. The number of prototype agreements involving "new 
contractors* Increases to 34 (or 36%) vice 16 (or 17%) when the 
additional ‘new contractors* identified by the military 
departments and defense agencies are included for prototype 
projects. 

11. Page 13« 1st And 2nd paragraphs, state that "The variety of 
audit provieiopa did not oeoi^ly with DoD audit policy..." and 
■POD Directive 7600.2, 'Audit Polioiee'... statee that DoO 
ccoponenta will not contract for audit Bervloee ualaes the audit 
expertise is not availeble in DoD audit organisations •* Because 
"other transactions" were not contenplated at the time of 
issuance of this directive, it is asbiguous whether agreement 
types other than contracts were covered, especially since 
solicitations were not issued specifically for audit services. 
Identifying this as a failure to conply appears to be 
unwarremted. We agree to worX with the IG and Incorporate 
appropriate audit guidance in the "other transactlonB* guide for 
prototype projects, 

12. page 14, 1*^ paragraph, states that "Ouidanee for prototype 
"other transactions' awntions DCAA-*. This paragraph should be 
revised to include the words on page 11 of the draft DoDIG 
report on the EELV Program (Project No. 9AD-0085 dated October 
15, 1999} regarding DCAA. That guote is: "Director, Defense 
Procurement, stated in the 'Guide..' that DCAA could provide 
financial services during the review of the 'other transaction' 
proposal, during the 'other transaction' period of performance, 
and on cotipletion of the 'other transaction' agreement. In 
addition, the guide stated that DCAA could also provide 
information on the status of the contractors' accounting system 
or help the agreement's officer determine a fair and reasonable 
price.* The existing guide also states that DCAA is available 
to provide financial advisory services to the agreements officer 
to help determine price fairness and reasonableness. 
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13. Page 14/ 1*^ paragrepb/ gtatee that *8iaoe 'other 
transactloski' are eonavtaat like the hgylao of ecnaerolal apare 
paxta in that atasdaxd preouxaeieat polloiaa aad praotieea do aot 
aiiply~'* This is incorrect. Reconnend deletion of the 
discussion of ccnmercial items from this paragraph. Commercial 
items are procured by the use of FAR Part 12, a subset of 
'standard' contracts. 'Other transactions* do not use standard 
procurement policies because they are a different type of 
agreanent, not because they are a uniciue subset of contracts. 

14. Page 14 « 1*^ paragraph/ last santanee/ refers back to the 
Table 2 ealoalatlons of DoD oost share funding prorldad to 
traditional oontraetors - See above camnsnts above regarding the 
apparent understatement of 'new ccmtractor' participation in 
'other transactions' . 

15. Page 15/ last paragraph/ states *Ea did sot Identify anyme 
using these non-asadatory prooeduxas.* The 10 audit involved 
awards made by DARPA in 1994 and 199S. The daslcboolc Guide on 
'Other Transactions* for prototype projects was published in 
December 1998. It is not evident that the 10 reviewed 
solicitations issued after this date to sui^ort the above 
statement. The military departments and ^fenae agencies 
indicate that the guide is being used vrh«a am 'other 
transaction' is being considered for a prototype project. 

15. Page 15/ last paragraph states that "DCRA waa aot involved 
la drafting the prooedures.*. DCAA's written comments of 
October 9, 1998 were discussed with the DCAA and agreed upon 
changes were incorporated into the prototype guide. 

17* Page 17, 1** a 2*^ paragraphs. Aa report states that the 
'use of ERAD-halps reduce the cost and risk assoolated with the 
ooctraotors oest share-* ead that *DoD ^flelels were aot alwaye 
Bwara of the aetual cost to the Pedaral nmiei iiiieiil ter "other 
transaotloa* eareeBeatB..beoausa portions of cost oootrlbutioos 
subsequently elloeated to Federal eoatraots was aot visible to 
aoxeanant offlaers-*. These findings are incorrect because they 
are based on the invalid assumption that a company's IR&D costs 
are federal rather than private funds. Congress specified in 10 
use 2320(a) (3} that IR&D funds shall not be considered to be 
federal funds for purposes of determining technical data rights. 
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Sentence 
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OODZa DRAFT ADDIT REPORT OR COSTS CBAROBD TO *OTBER TRAHSACTZOB* 
AOREOBHTS (PROJRCT SO* 7AB-0051.01> 

OFFZCX OF THE DlffiRR SECRXTAinr OF DEFENSE 
(ACQaZSZTZGV AHD TBCBBOZOOF) /DZRECTOR DEMU J S E raOCDRBXENT 

cciMinagTB on fzndznos 

A^ltionally, the Senate Armed Services Cocmnlttee (Sen. Rep. 
104-267) Indicated it Intended that the sunk cost of prior 
research efforts not count as recipient cost share. We can only 
conclude that future research (including IR&D) is acceptable as 
recipient cost share. A ccm^any invests its own funds in R&D in 
order to stay con^etltive. XRfcD costs are legitimate and 
necessary costs of doing business for firms in technology- 
dependent sectors, and those firms pass those costs along to 
both their government and conanercial customers. 

18. Page 17« 1** paraoreph/ atataa *-4:eport8 to eongressioaial 
and DoD offioiala did not fully dlsoleae tha actual cost to the 
Federal nmrsmiaanr for 'other traneaotieu' agrerments* and page 
21, 2 “^ paragraph! states *DoD should show the effeota of 
ooatractor ZRAD relnbursaBeat In ita reports to Congzeaa Iseeauie 
tha reports do not elearly dieolose the full oost of 'other 
tranaaotions' to tha Oovemxaent*. Disagree for the same reasons 
discussed in the cover manorandxnn and above. 

19. page le, 1** pargra^, rafaxeneee the ry 1977 National 
Defenae Anthorlsatlaa Aot. The appropriate reference appeare to 
be the FY 1997 National Defense Authorization Act. 

ao. Page 20, 1*^ full paragraph, '‘If the negotiator were 
knowledgeable of the effeota of ZRAD reljaburseonent, the 
negotiator might be able to better negotiate and Inoreasa the 
contraetor'e actual cost oontrlbutlon.* For the reasons already 
discussed, we disagree with the contention that a company's cost 
share from IR&D should be adjusted based on the extent it is 
reimbursed by the government. 

21. Page 20, a"* paragraph states that *If the agrespn an t 
negotiator undaratands the effect of ZRAD on contractor 
proposala, the negotiator can better understend that a new 
cantractor may be at a coat disadvantage In eoBvetlng with a 
traditional DoO contractor.* Disagree as discussed in our 
response to Recomnendation B.l. 

22. Page 21, 4^ paragraph states that *0a Fabruary 25, 1999, a 
report to Congress-ehow u d e DoD oost share of $8.3 billion and 
an estimated oontrectora' cost share of $2.8 billion.* Zt later 
recognises that without EBZ>V *tbe DoD and oontraotor oost share 
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rsportsd for prototypo agroosotiti voo $1/337 Billion and $250 
mlllloa/ roapootlToly. * We again recosmend that the baseline 
discussion be of the FY94-98 awards and that the BELV be 
discussed separately. This is how it was reported in the 
February 26, 1999 Report's Executive Sioanary. 

23. Page 21-23/ last and first paraoraph, respectively'/ states 
that * 0 ur analysis of the prototype 'other tranaaotlon' .. showed 
thst the five larseat DoD eontreotors reoeived 73 percent of the 
$2.3 billion DoD funds* and that whan BLV is aieotttded *the five 
largest traditional eontxaetors.. recaived 53.^araBnt of the DoD 
funde.*. 'The large DoD eontractors had ZlUD aooonnta and high 
Utao reiabursanent rates.* The DoD IG analysis did not go below 
the prime 'contractor' level and thue overstates the extent of 
DoD dollars that ultimately end up with traditional contractors. 
The relevant factor in an analyeis regarding ZR6D accounts is 
not the recipients of DoD cost-share dollars, but should be of 
the recipients who provided cost-share that was credited to an 
IR&D account. During Fy94-FY96 prototype recipient's cost-share 
amounted to approximately $250 million. Information is not 
readily available on the extent the reclpittits' investment was 
funded by IR&O. For the BELV awards we know that the majority 
of the coopenles' cost share is not ccodng from IR&D funds. I 
recommend that this misleading analysis be removed from the 
audit report. 

34. Page 23/ 2*^ paragraph atataa that '...laareaaea la 
oootraoters' ladireet eosta could reault froaa laoxwanad ua# of 
'other transaotloa' agraamsata to attract more contractor lasD*. 
This statement incorrectly assumes that a company does not 
budget for 1R6D funds. Howeve;r, a ccrnipany's IR&D funds are 
limited and allocated to projects havii^ the highest priority. 
Thus, 'other transactions' conpete against other potential 
projects for coir^any iR6cD funds. It is Incorrect to assume that 
the IR&D budget will be increased when an "other transaction' is 
awarded. 

35. Page 24/ last paragraph atatee that '_10 of those 
contractors did not troat the DOD and contractor coat share aa 
an IRtD project In the oontreotera accounting systeBa and 
therefore did net fallow the guidance in the DDF BsmrenduB*. 

The DDF guidance is misrepresented in this paragraph. ITie DDF 
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guidance did not require participants cost share to be charged 
to IR&D for Technology Reiovestnent Projects progran. It 
permitted cost-share to be charged to IR&D if otherwise 
authorized by PAR 31.205-18(e) and provided notice that, in 
order to avoid a potential CAS 402 violation when cost-share is 
charged to IR&D, all costs included pursuant to these agreements 
should be accounted for as IR&D, with the funds provided by the 
government treated as a credit to the IR&D project. 

26« Page 25, Benefits of *Other Traasaetlosi* Agreements. The 
18 used thla audit to aegesEplish a Halted survey of seven 
oontraetos business managers end eontmoting offloials involved 
in two prototype *athier tnneeotions* to assess the benefits of 
Page 57 «other tssassctloa' egrecasnts. even though all seven prototype 

respondents identified benefits, such a snail Bai!f>le size can 
not reasonably be considered a represaitative analysis of the 
benefits associated with the use of 'other transaction' 
authority. I recoomend the IQ consider deleting this discussion 
from the final report, or at least recognize other efforts 
undertaken to access the benefits of the 'other transaction* 
authority. Namely, the Department's annual reports to Congress, 
USD(A&T)'b February 1999 report to CoDgress, RAND's studies of 
the Global Kswk and Arsenal Ship, IDA'S November 1999 study of 
research agreements, and the Potomac Institute for Policy 
Studies January 1999 review of the Technology Reinvestment 
Program. 
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Department of Defense “Other Transactions”: 

An Analysis of Applicable Laws 

introduction 

The American Bar Association’s Section of Public Contract Law formed an ad hoc 
Working Group to review the applicability of certain procurement-related statutes to the use of 
“Other Transactions” (“OTs”) for research and development (R&D) and for the development of 
weapons and weapon systems. This paper presents the Working Group’s analysis and 
conclusions resulting from that review. 

Within the last several years Congress has bestowed upon various Department of Defense 
(DoD) organizations the authority to enter into “transactions . . . other than contracts, cooperative 
agreements and grants” to fund research and development (R&D) and to develop or “prototype” 
new weapon systems. 10 U.S.C. § 2371, and note (emphasis added). The term “Other 
Transaction” (or “OT’) is derived from this statutory language. DoD has viewed the use of its 
OT authority to be virtually exempt from the statutes and regulations that normally govern 
DoD’s R&D and prototyping efforts. For example, in December 1996 then Under Secretary for 
Acquisition and Technology Paul G. Kaminski identified 21 procurement-related statutes that 
“are not necessarily applicable to ‘other transactions.’” Memorandum from Under Secretary of 
Defense for Acquisition and Technology Paul G. Kaminski to Secretaries of the Military 
Departments and Directors of Defense Agencies, Dec. 14, 1996 [hereinafter, “Kaminski 
Memorandum”; Attachment 1]. Such statutory exemption has profound implications. For 
example, the Working Group recognizes the significant benefits that the use of OT authority may 
bring to the funding of research and development (R&D) by the Government, especially the 
development of dual-use R&D technology from commercial companies and other entities 
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unwilling to agree to statutorily mandated intellectual property provisions and cost accounting 
procedures. In addition, the Government may benefit from the leveraging of private-sector R&D 
investment. But to the extent that certain statutes and regulations do not apply to OTs, the parties 
may encounter increased risks and uncertainties in areas such as funding limitations and dispute 
resolution. Inapplicability of some provisions also may raise significant questions of 
accountability for the public fisc and other matters of public policy. 

Thus, the touted benefits and potential pitfalls of OTs follow from the statutory 
exemption that OTs enjoy. And yet the extent to which OTs are exempt from procurement- 
related statutes is less than clear. Confusion over OTs’ statutory exemption can be costly either 
in litigation or in the misuse of OTs. The objective of this monograph, then, is to consider the 
extent to which OTs are exempt from the panoply of stamtes normally governing DoD’s R&D 
and weapon system development efforts. Specifically, this monograph considers as a legal 
matter whether the 21 statutes identified by Kaminski, plus 1 1 statutes that the Working Group 
found to be significant, do in fact apply to OTs. The result is intended to help clear up the 
confusion surrounding OTs’ statutory exemption, and to identify those areas where legislative 
clarification may be necessary to avoid confusion. The first section discusses the development 
and implementation of OT authority, including a discussion of recent DoD guidance on the use 
of OTs. The second section discusses the various approaches the Working Group used to 
analyze the applicability of procurement-related statutes to OTs, and summarizes the results of 
the Working Group’s analysis. Appendix A contains the specific analyses of the applicability of 
the statutes to OTs. 
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BACKGROUND 

I. EVOLUTION OF OTHER TRANSACTION AUTHORITY 

The terni “Other Transactions” apparently originated in 1958 with the enactment of the 

National Aeronautics and Space Act of 1958 (“Space Act”), Pub. L. No. 85-569, 72 Stat. 426, 

42 U.S.C. §§ 2451 et seq. The term was coined by the drafter of this legislation, Paul Dembling, 

who later served as General Counsel of NASA and then as General Counsel at the General 

Accounting Office. The relevant section of the Space Act authorized NASA to: 

enter into and perform such contracts, leases, cooperative 
agreements, or other transactions as may be necessary in the 
conduct of its work and on such terms as it may deem appro- 
priate, with any agency or instrumentality of the United States, or 
with any State, Territory, or possession or with any political sub- 
division thereof, or any person, firm, association, corporation, or 
educational institution. 

42 U.S.C. § 2473(c)(5) (emphasis added). 

NASA used this authority frequently in the first decade of its existence to conduct cutting 
edge research and development. Nevertheless, with the enactment of more expansive 
procurement laws and regulations and with the enactment of the Federal Grant and Cooperative 
Agreements Act (“Chiles Act”), 3 1 U.S.C. §§ 6301-6308, NASA used its OT authority more 
restrictively. Beginning in the 1970’s, NASA used OTs only in situations where a procurement 
contract, cooperative agreement, or grant could not be used as described in the Chiles Act. As a 
result, NASA narrowed its use of OT authority to situations involving “unfunded transactions,” 
i.e., where no Federal funds were provided to non-NASA organizations. Today, NASA uses OT 
authority for “unfunded” collaborative research projects with industry and academia partners, 
instead of Cooperative Research and Development Agreements (CRADAs) used by other 
agencies for similar purposes. 
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A. Other Transactions (OTs) For Cost-Shared Dual-Use 
Research & Development 

In 1989, Congress enacted 10 U.S.C. § 2371, which authorized the Defense Advanced 
Research Projects Agency (DARPA) to enter into OTs on a test basis for research and develop- 
ment related to weapons systems. (The text of the statute is at Attachment 2.) The statute 
provided that the non-govemment party to the OT share the cost of the research, with the 
Government paying no more than 50 percent of the total (to the extent determined practicable). 
The statute also limited the use of OTs to research projects where the use of a standard contract, 
grant or cooperative agreement was “not feasible or appropriate.” This legislative language was 
proposed by the newly installed DARPA General Counsel, Richard Dunn, a former Deputy 
Associate General Counsel at NASA. DARPA used its OT authority to permit multiparty cost- 
shared research collaborations in an effort to streamline its R&D efforts and to attract more 
commercial companies to perform R&D for DARPA. 

The reporting requirements in the statute (see 10 U.S.C. § 2371(h)(2)) and the legislative 
history (e.g., 139 Cong. Rec. SI 1158, SI 1288 (daily ed.. Sept. 9, 1993)) indicate that the goals 
for the use of these cost-shared OTs were to; (a) contribute to a broadening of the technology 
and industrial base available for meeting Department of Defense needs, (b) foster within the 
technology and industrial base new relationships and practices that support the national security 
of the United States, and (c) encourage commercial firms to join with the Government in the 
advancement of dual-use technologies. Specifically, the legislation was aimed at permitting DoD 
to draw upon the research investments of commercial entities and non-profit research 
organizations that would not or could not comply with (a) the traditional procurement rules set 
forth in the Armed Services Procurement Act of 1947 and the Federal Acquisition Regulation 
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(FAR), or (b) the laws, regulations and 0MB Circulars applicable to grants and cooperative 
agreements. OTs were intended to be unimpaired by rigid procurement laws and regulations and 
permitted more flexible intellectual property clauses than those required by the Bayh-Dole Act 
for procurement contracts, grants, and cooperative agreements. 

B. Extension Of OX Authority To Military 
Weapon System Prototypes 

In 1991, the legislation was amended to expand the authority to enter into OTs to all of 
DoD and to make such authority permanent. Initially, this authority was limited to research 
projects that either related to weapons systems or were of potential interest to DoD. In 1 994, 
Congress passed section 845 of the Defense Authorization Act for Fiscal Year 1994, Pub. L. 

No. 103-160, 107 Stat. 1547 (1993), which expanded section 2371 authority by authorizing 
DARPA to use OTs to carry out prototype projects directly relevant to weapons or weapon 
systems proposed to be acquired or developed by DoD. For these projects, section 845 made 
inapplicable the provision that the Government fimd no more than half the costs, and eliminated 
the requirement limiting use of OTs to situations where a standard contract, grant, or cooperative 
agreement was not feasible or appropriate. Section 845 required that DARPA use competitive 
procedures to the maximum extent practicable before awarding an OT for a weapon system 
prototype. 

Section 804 of the Defense Authorization Act for Fiscal Year 1997, Pub. L. No. 104-201, 
110 Stat. 2422, 2605 (1996), extended the authority under section 845 through September 1999, 
and also extended to the Military Departments (and other DoD elements to be designated by the 
Secretary) the authority to use OTs to carry out prototype projects relevant to weapons or weapon 
systems. The limited legislative history in the conference report accompanying section 804 
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noted that the authority to use OTs for prototypes was being reauthorized “to allow additional 
flexibility in the acquisition of prototype technologies and systems.” H.R. Conf. Rep. No. 104- 
724, at 768 (1996). 

Section 241 of the National Defense Authorization Act for Fiscal Year 1999, Pub. L. 

No. 105-261, 112Stat. 1920, 1954 (1998), further extended section 845 authority through 

September 30, 2001. The conference report on the legislation stated that any further extension 

would be based on a conclusion by the congressional defense committees that the authority had 

been used in a limited and responsible marmer: 

[SJection 845 authority should only be used in the exceptional cases 
where it can be clearly demonstrated that a normal contract or grant will 
not allow sufficient access to affordable technologies. The conferees are 
especially concerned that such authority not be used to circumvent the 
appropriate management controls in the standard acquisition and 
budgeting process. 

H.R. Conf. Rep. No. 105-736, at 590 (1998) (emphasis added). The conferees directed the 
Secretary of Defense to report to the congressional defense committees by March 1, 1999 on the 
use of section 845 OT authority. Id. 

C. Possible Extension Of Prototype Authority To Production 

In testimony before a subcommittee of the House Committee on National Security in 
February 1997, the deputy director of DARPA suggested that the authority in section 845 might 
appropriately be expanded as the prototype projects transitioned into the production phrase. In 
March 1997, DoD developed a legislative proposal that would have provided authority to enter 
into OTs for follow-on production programs on a pilot basis. DoD forwarded this revised 
legislative proposal to Congress, but it was not part of the final DoD legislation. DoD again 
forwarded such a proposal to 0MB in March 1998, but it was not part of the legislation presented 
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to Congress. It is expected that in a future legislative proposal DoD again will seek authority for 
a pilot test of the use of OTs for follow-on production. It is likely that the proposal will be 
limited to items that were developed through the prototype phase under section 845.' 

II. TWO TYPES OF OTHER TRANSACTIONS 

In summary, there are two principal types of OTs authorized by section 2371 . These 
categories of transactions are different in purpose and authorized use and arise under separate 
statutory authority. The first principal type of OT, created in 1989 to enable DARPA and later 
DoD to access coimnercial technology for use in R&D efforts, is termed “OT used for 
assistance,” “§ 2371 OT,” or the term we shall use for purposes of this analysis, “S&T [science 
and technology] OT.” S&T OTs may by used when the following conditions are satisfied: 

(1) the private party contributes a cost share of at least 50% (to the extent practicable),^ and 

(2) “when the use of a standard contract, grant, or cooperative agreement for such project is not 
feasible or appropriate.” 10 U.S.C. § 2371(e)(2).3 They are used primarily to develop “dual- 
use” technologies that may have potential civilian as well as military applications (thus 
explaining the cost-sharing requirement). See Defense Advanced Research Projects Agency, 
Draft Guidance for the Use of Other Transactions (Feb. 1 995). 


' The Department of Transportation recently received authority similar to OT authority in the 
Transportation Equity Act for the 21** Century, Pub. L. No. 105-178, 1 12 Stat. 107 (1998). Section 3015 of that law 
authorizes DOT to enter into grants, contracts, cooperative agreements, and “other agreements” with consortia 
(which must pay 50 percent of the costs) for innovation in mass transportation. Section 5102 authorizes the 
Secretary to enter into “other transactions” for research and development relating to sirrface transportation. 

^ The requirement that the Government’s cost share not exceed 50% may be waived under February 8, 
1994, DoD guidance issued by the Deputy Director, Research and Engineering (DDR&E), and March 24, 1998 
guidance issued by the acting DDR&E. Such waivers appear to be infrequent. 
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The second principal type of OT, which was initially authorized hy the National Defense 
Authorization Act for Fiscal Year 1994, Pub. L.No. 103-160, 107 Stat. 1547, 1721 (1993), 
section 845, is termed “Prototype OT,” “Section 845/804 OT,” or the term we shall use for 
purposes of this analysis “section 845 OT.” Section 845 OTs are authorized “to carry out 
prototype projects that are directly relevant to weapons or weapon systems proposed to be 
acquired or developed by the Department of Defense.” Section 845 OTs need not meet the cost 
share and appropriateness/ feasibility tests that are required for S&T OTs. National Defense 
Authorization Act for Fiscal Year 1994, Pub. L. No. 103-160, § 845(b), 107 Stat. 1547, 1722 
(1993), as amended by the National Defense Authorization Act for Fiscal Year 1997, Pub. L. No. 
104-201, § 804, 110 Stat. 2422, 2605 (1996) (see 10 U.S.C. § 2371 note). A recent Conference 
Report suggests, however, Congressional concern that section 845 OTs not be used 
indiscriminately to avoid “appropriate management controls.” H.R. Conf. Rep. No. 105-736, at 
590 (1998). Competitive procedures are to be used (to the maximum extent practicable) when 
entering into section 845 OTs.'* 


(continued from previous page) 

^ 10 U.S.C. § 2371 refers to “standard” contnw^ts. Although it is not entirely clear, Congress apparently 

intended that term to mean procurement contracts subject to the uniform procurement system, because that is die 
term used in 31 U.S.C. § 6303, as distinguished from grants and cooperative agreements. 

^ Although 10 U.S.C. § 2371 does not require that competitive procedures be used for S&T OTs, nearly 
all of DARPA’s S&T OTs entered into to date have been awarded using competitive procedures. DoD has recently 
issued guidance on Technology Investment Agreements (TIAs) stating that TIAs, including S&T Other 
Transactions, “are to be awarded using competitive procedures, to the maximum extent practicable.” DDR&E 
Memorandum, “Subject: Instruments for Stimulation or Support of Research” (Dec. 2, 1997), Attachment: 
“Guidance on ‘Technology Investment Agreements’ for Military Departments and Defense Advanced Research 
Projects Agency,” 4; Acting DDR&E Memorandum, “Revision 1 to Guidance on Instruments for Stimulation or 
Support of Research,” 4 (Mar. 24, 1998). 
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HI. TMPT.RMENTATION OF OTHER TRANSACTION AUTHORITY 

The following is a brief summaiy, in chronological order, of guidance that DoD and other 
agencies have issued regarding the use of OTs. 

A. DARPA’s Draft Guidance 

In draft guidance on the use of OTs issued in February 1995, DARPA stated that OTs are 
not traditional procurement contracts because they are not used to acquire goods or services for 
the direct benefit of the Federal Government. Defense Advanced Research Projects Agency, 
Draft Guidance for the Use of Other Transactions (Feb. 1995). Therefore, DARPA concluded 
that it was not required to include FAR or Defense FAR Supplement (DFARS) clauses and was 
fi-ee to negotiate provisions that make sense for a particular project and that were mutually 
agreeable to the parties. The guidance document also said that S&T OTs should be used when 
the principal purpose is to stimulate or support research and development and that the trans- 
actions should be characterized by a strong mutuality of benefit. 

B. General Accounting Office Report 

In March 1996, the GAO issued a report to the congressional committees on armed 
services and national security, indicating that OTs (and cooperative agreements) have provided 
DoD a way to obtain technological know-how and financial investment from firms that normally 
would not perform research for DoD. General Accounting Office, DoD Research: Acquiring 
Research by Nontraditional Means, GAO/NSIAD-96-1 1 (Mar. 29, 1996). The GAO analysis did 
not specifically address the additional authority to use OTs for prototype projects as set forth in 
section 845. 
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C. DoD Integrated Product Team Report 

A DoD Integrated Product Team (“IPTO reported in June 1996 that DARPA had used the 
section 845 OT authority to enter into a few commercial-type agreements for prototypes of 
weapon systems. Department of Defense, Final Report of the Integrated Product Team on the 
Services’ Use of 10 U.S.C. § 2371 “Other Transactions" and 845 Prototype Authorities 
(June 10, 1996). These transactions reportedly employed commercial practices and did not 
involve traditional Government contracts requirements for audits, socio-economic clauses, or 
standard termination or disputes clauses. Id. at 24. The report indicated that DARPA awarded a 
total of 40 OTs in fiscal year 1995 with a value of more than $400 million. Id. at 1 8. Within this 
total, six projects valued at more than $130 million were awarded for section 845 OTs in fiscal 
year 1995. (More recently, projects authori 2 ed or contemplated under section 845 include two 
Unmanned Aerial Vehicle programs, the Arsenal Ship Program, the DD21 Destroyer, and the 
Affordable Multi-missile Manufacturing Program.) The IPT report encouraged the expanded use 
of section 845 OT authority as an alternative to the traditional FAR-based system for prototype 
development by military departments. Id. at 29. 

Some of the advantages of section 845 OTs covered in the IPT report included 
(1) significant flexibility in negotiating terms and conditions because of the nonapplicability of 
procurement statutes, (2) the ability of commercial companies to participate as prime contractors 
or subcontractors because commercial practices can be utilized, (3) lack of Defense Contract 
Audit Agency (DCAA) involvement, (4) minimum socio-economic clauses (e.g., no subcon- 
tracting plans are required, and the Buy American Act is inapplicable), and (5) better Govern- 
ment and contractor teamwork (Government termination and disputes clauses are replaced by 
cooperative decisions). Id. at 24-25. 
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D. The Kaminski Memorandum 

In December 1996, the Under Secretary of Defense for Acquisition and Technology, Paul 

G. Kaminski, issued to the Secretaries of the military departments and directors of the defense 

agencies a guidance memorandum regarding section 845 OTs. The memorandum noted that 

sections 845 and 804 authorized the use of alternatives to procurement contracts for the covered 

prototype projects. The memorandum further stated that to the extent a particular statute or 

regulation is limited to the use of a procurement contract, it would generally not apply to an OT. 

Attached to the memorandum was a list of twenty-one statutes that the memorandum stated 

“apply to procurement contracts, but that are not necessarily applicable to ‘other transactions’.” 

Kaminski Memorandum at 1. The list included, among others, the Competition in Contracting 

Act, the Contract Disputes Act, Public Law No. 85-804 (extraordinary contractual relief), the 

prohibition against doing business with those who engage in criminal conduct, the Anti- 

Kickback Act, the Procurement Integrity Act, the Drug-Free Workplace Act, and the Buy 

American Act. Id. The Kaminski memorandum specifically noted that the list was provided for 

guidance only and was not intended to be definitive. The memorandum advised: 

To the extent that a particular requirement is a funding or program 
requirement or is not tied to the type of instrument used, it would 
generally apply to an “other transaction.” Each statute must be 
looked at to assure that it does or does not apply to a particular 
funding arrangement using an “other transaction.” Use of § 845 
authority does not ehminate the applicability of all laws and regu- 
lations. Thus, it is essential that counsel be consulted when an 
“other transaction” will be used. 

Id. 
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The Kaminski memorandum specifically authorized the secretaries of the military 
departments and the directors of the defense agencies to issue any further guidance they deemed 
necessary. Id. at 2. 

E. 1997 DoD Inspector General Report 

In March 1997, the DoD Office of Inspector General (DoD IG) issued a report on 
DARPA’s administration of contracts, grants, and S&T OTs. Department of Defense, Office of 
Inspector General, Award and Administration of Contracts, Grants, and Other Transactions 
Issued By The Defense Advanced Research Projects Agency, Rep. No. 97-1 14, (Mar. 28, 1997). 
The DoD IG was critical of some failures by contracting officers (a) to sufficiently document the 
justification for using S&T OTs, (b) to document the review of cost proposals, and (c) to monitor 
actual research costs. Id. The report identified four OTs issued pursuant to section 845, but did 
not address those OTs in any substantial way. 

F. 1998 DoD Inspector General Report 

In August 1998 the DoD IG reported that administration of OTs was improving and was 
“generally adequate” for the OTs reviewed. Department of Defense, Office of Inspector General, 
Financial and Cost Aspects of Other Transactions, Rep. No. 98-191, (Aug. 24, 1998) at ii. 
Nevertheless, the DoD IG recommended that policy guidance be issued to improve research and 
prototype performance reporting and to establish quantifiable performance measures for OTs. Id. 

G. Director of Defense Research and Engineering Guidance 

DoD has issued guidance on a new type of assistance agreement called a “technology 
investment agreement” (TIA), combining OTs and Cooperative Agreements. When the 
agreement, as negotiated, includes a non-standard patent rights clause (i.e., that does not meet 
Bayh-Dole Act requirements) it is issued under the authority of 10 U.S.C. § 2371. Acting 
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DDR&E Memorandum, “Revision 1 to Guidance on Instruments for Stimulation or Support of 
Research,” (Mar. 24, 1998). 

IV. ISSUES IN USING OTHER TRANSACTIONS 

Both S&T and section 845 OTs offer the potential for significant benefits to both the 
Government and the private sector. For example, using either S&T or sections 845/804 OTs can, 
in many instances, accomplish the following objectives: 

(1) Obtain dual-use technology in return for shared investment. The Government can 
leverage private sector technological “know how” and financial investment. 

(2) Tap into the commercial marketplace to obtain affordable high technology. 
Achievement of this objective can be facilitated by waiving standard clauses concerning audits, 
socioeconomic plans, and required systems; flexibility on intellectual property rights; and 
minimizing the flow-down of requirements to lower tiers. 

(3) Compress the time required for all phases of development of a weapon system by 
moving more quickly from early planning stages through development to production of 
prototypes. 

(4) Utilize short, flexible statements of work and specifications. 

In the case of section 845 OTs, however, there are issues not generally applicable to S&T 
OTs that should be considered. 

(1) The potential for leveraging private sector resources would be diminished in the 
development of a weapon system or other military-unique end item. 

(2) Cost sharing, which is not required, is likely to be appropriate only to the extent 
there is a potential commercial benefit. 
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(3) The right of either party to terminate the agreement should be assured, particularly 
if the agreement were to contain a fixed or not-to-exceed price for production quantities (if 
authorized by future legislation), 

(4) Because many of the statutes and regulations that apply to traditional procurement 
contracts may not apply to a section 845 OT, the patties should ensure that the agreement 
contains alternative provisions dealing with such matters as funding, data rights, dispute 
resolution and audits. 

V. THE APPLICABILITY OF THE STATUTES 

IDENTIFIED IN THE KAMINSKI MEMORANDUM 

This section analyzes whether OT instruments are indeed exempt from the 21 statutes 
identified in the Kaminski memorandum and from 1 1 additional statutes identified by the 
Working Group. In doing so, the Working Group developed the following analytical framework: 
First, we considered what specifically section 2371 and section 845 authorized, and determined 
that these statutes authorize transactions other than procurement contracts, cooperative agree- 
ments, and grants, as the latter terms are defined in the Chiles Act. Second, we reviewed the 
statutory language and legislative history of each of the 32 statutes under consideration to 
determine whether that statute applied only to Chiles Act procurement contracts, grants and/or 
cooperative agreements, or whether the statute applied more broadly. Third, we concluded 
(a) that statutes applying only to procurement contracts would not apply to OTs, regardless of the 
specific terms of the OTs, and (b) that statutes applying more broadly than to procurement 
contracts would likely apply to OTs, but such application may depend on the terms of the OT. 
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A. OTs Are Other Than Procurement Contracts, Cooperative 
Agreements. And Grants. As Defined In The Chiles Act 


In authorizing the use of OTs, Congress distinguished them from “standard contract(s).” 
10 U.S.C. § 2371(e)(2) (1998). While the term “standard contract” is not expressly defined, 
DARPA, the first DoD agency authorized to use OTs, considers this term to mean “procurement 
contract” as defined in the Chiles Act. See Defense Advanced Research Projects Agency, Legal 
Opinion - Use of ‘Other Transactions ' (Mar. 1 7, 1997). Congress has arguably ratified this 
interpretation by renewing and expanding DARPA’s OT authority five times (in 1991, 1993, 
1994, 1996 and 1998) making only relatively minor changes.^ See, e.g, 110 Stat. 2422, 2605 
(1996), National Defense Authorization Act for Fiscal Year 1994, Pub. L. No. 103-160, § 845(b), 
1 07 Stat. 1547, 1 722 ( 1 993), as amended by National Defense Authorization Act for Fiscal Y ear 
1997, Pub. L. No. 104-201, § 804. 

DARPA’s interpretation of its OT authority is supported by a careful reading of the 

statute and its structure. 10 U.S.C. § 2371(a) states: 

The Secretary of Defense and the Secretary of each military 
department may enter into transactions (other than contracts, 
cooperative agreements, and grants) under the authority of this 
subsection in carrying out basic, applied, and advanced research 
projects. The authority under this subsection is in addition to the 
authority provided in [10 U.S.C. § 2358] to use contracts, 
cooperative agreements, and grants in carrying out such projects. 

10 U.S.C. § 2371(a) (emphasis added). 


■'> Since 1989 (the year DARPA was given OT authority), Congress has appropriated millions of dollars 
for DARPA’s use in connection with OTs, without objection to DARPA’s interpretation. 
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Thus, OTs are not just “other than” contracts in general, but more narrowly, they are 

other than the type of contracts authorized in 10 U.S.C. § 2358. Section 2358, in turn, refers to 

the Chiles Act, chapter 63 of title 3 1 : 

(b) Authorized means -- The Secretary of Defense or the Secretary 
of a military department may perform research and development 
projects - (1) by contract, cooperative agreement, or grant, in 
accordance with chapter 63 of title 31. 

10 U.S.C. § 2358(b) (emphasis added). 

An OT is therefore “other than” a contract entered into in accordance with Chapter 63 of 
Title 3 1 , the Chiles Act. A “contract ... in accordance with” this Act is a procurement contract 
used when “(1) the principal purpose of the instrument is to acquire (by purchase, lease, or 
barter) property or services for the direct benefit or use of the United States Government; or 
(2) the agency decides in a specific instance that the use of a procurement contract is 
appropriate.” 31 U.S.C. § 6303. On the basis of these three statutory provisions, OTs are “other 
than” and “in addition to” procurement contracts issued to acquire property or services for the 
direct benefit of the United States Government. The term “contract” in section 2371 is thus 
synonymous with the term “procurement contract” as used in 3 1 U.S.C. §§ 6301 et seq., - a 
contract to acquire goods or services for the direct benefit or use of the Government. 

Under this analysis, section 2371 does not state that OTs are not “contracts” in the 
common law sense of mutual intent to contract based on offer, acceptance, and consideration. 
See Total Med. Management, Inc. v. United States, 104F.3d 1314, 1317 (Fed. Cir. 1997) 
(holding that a “memorandum of understanding” between the Army and plaintiff was a valid 
contract). Thus it is incorrect to assume that all statutes and regulations governing “contracts” 
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generally do not also govern OTs; OTs can be contracts, but by statute are not procurement 
contracts. 

B. Determining Whether “Procurement-Related” Statutes 
Apply Only To Procurement Contracts 

Because OTs are other than procurement contracts, a particular statute that applies only to 
procurement contracts would not apply to OTs. Determining the applicability of the statutes at 
issue is not always simple, however. The starting point for such an analysis is the express 
language of the statute itself. In many cases, it is clear from the language whether or not the 
statute applies only to procurement contracts. In other cases, however, it is not so clear. In such 
cases, the Working Group considered the statute’s legislative history, and to a lesser extent, the 
title in which a particular statute is codified, i.e., whether the particular statute under review is 
codified in a title that was specifically concerned with “procurement” contracts, or was located in 
a title that suggested more general applicability. 

Various statutes authorizing the Government to conduct business transactions are codified 
in title 10 of the United States Code, entitled “Armed Forces,” and in Title III of the Federal 
Property and Administrative Service Act of 1949 (the “Property Act”), subchapter IV of 
chapter 4 of title 41, United States Code. Title 10 of the U.S. Code distinguishes procurement, 
research and development, and other topics by placing them in different chapters. The statutory 
authority for OTs, 10 U.S.C. § 2371, is contained in chapter 139, “Research and Development,” 
which includes §§ 2351-2374.6 Title 10 also includes a separate chapter 137, “Procurement 


Chapter 139 includes the following sections: 

§ 235 1 Availability of Appropriations. 

§ 2358 Research and Development Projects. 

(continued on next page) 
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Generally” in §§ 2302a-233l5^ and chapter 141, “Miscellaneous Procurement Provisions.”^ 
Title 41 of the U.S. Code includes, among others, Title III of the Property Act, “Procurement 


(continued from previous page) 

§ 236 1 Award of Grants and Contracts to Colleges and Universities: Requirement of 
Competition. 

§ 2364 Coordination and Communication of Defense Research Activities. 

§ 2366 Major Systems and Munitions Programs: Survivability Testing and Lethality Testing 
Required Before Full-Scale Production. 

§ 2367 Use of Federally Funded Research and Development Centers. 

§ 2370a Medical Countenneasures Against Bio-Warfare Threats: Allocation of Funding 
Between Near-Term and Other Threats. 

§ 2371 Research Projects: Transactions Other Than Contracts and Grants. 

§ 2371a Cooperative Research and Development Agreements (“CRADAs”) under Stevenson- 
Wydler Technology Iimovation Act of 1 980. 

§ 2372 Independent Research and Development and Bid and Proposal Costs: Payments to 
Contractors. 

§ 2373 Procurement for Experimental Purposes. 

§ 2374 Merit-based Award of Grants for Research and Development. 

^ Chapter 137 contains the following sections: 

§ 2302a Simplified Acquisition Threshold. 

§ 2302b Implementation of Simplified Acquisition Procedures. 

§ 2302c Implementation of Electronic Commerce Capability. 

§ 2302d Major System: Definitional Threshold Amounts. 

§ 2304 Contracts: Competition Requirements. 

§ 2304a Task and Delivery Order Contracts; General Authority. 

§ 2304b Task Order Contracts: Advisory and Assistance Services. 

§ 2304c Task and Delivery Order Contracts: Orders. 

§ 2304d Task and Delivery Order Contracts: Definitions. 

§ 2304e Contracts: Prohibition on Competition Between Department of Defense and Small 
Business and Certain Other Entities. 

§ 2305 Contracts: Planning, Solicitation, Evaluation, and Award Procedures. 

§ 2305a Design-Build Selection Procedures. 

§ 2306 Kinds of Contracts. 

§ 2306a Cost or Pricing Data: Truth in Negotiations. 

§ 2306b Multiyear Contracts. 

§ 2307 Contract Financing. 

§ 23 1 1 Assignment and Delegation of ft-ocurement Functions and Responsibilities. 

§ 23 1 3 Examination of Records of Contractor. 

§ 23 1 8 Advocates for Competition. 

§ 23 1 9 Encouragement of New Competitors. 

§ 2320 Rights in Technical Data, 

§ 2321 Validation of Proprietary Data Restrictions. 

§ 2323 Contract Goal for Small Disadvantaged Businesses and Certain Institutions of Higher 
Education. 

§ 2323a Credit for Indian Contracting in Meeting Certain Subcontracting Goals for Small 
Disadvantaged Businesses and Certain Institutions of Higher Education. 

§ 2324 Allowable Costs Under Defense Contracts. 

§ 2326 Undefmitized Contractual Actions: Restrictions. 

(continued on next page) 
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Provisions/’ found in §§ 251-266.^ The Office ofFederal Procurement Policy Act, 41 U.S.C. 
§§ 401-435, also contains procurement-related provisions of general applicability. 


(continued from previous page) 

§ 2327 Contracts: Consideration of National Security Objectives. 

§ 2328 Release of Technical Data Under Freedom of Information Act: Recovery of Costs. 
§ 233 1 Contracts for Professional and Technical Services. 

^ Chapter 141 includes the following: 


9 


2384 Supplies: identification of supplies and sources. 

2384a Supplies: economic order quantities. 

2388 Liquid fuels and natural gas: contracts for storage, handling, or distribution. 

2390 Prohibition on the sale of certain defense articles from the stocks of the Department of 
Defense. 

2399 Operational test and evaluation of defense acquisition programs. 

2400 Low-rate initial production of new systems. 

240 1 Requirement for authorization by law of certain contracts relating to vessels and 
aircraft. 

2401a Lease of vehicles, equipment, vessels, and aircraft. 

2402 Prohibition of contractors limiting subcontractor sales directly to the United States, 

2403 Major weapon systems: contractor guarantees. 

2404 Acquisition of petroleum and natural gas: authority to waive contract procedures; 
acquisition by exchange; sales aufriority. 

2406 Limitation on adjustment of shipbuilding contracts. 

2408 Prohibition on persons convicted of defense-contract related felonies and related 
criminal penalty on defense contractors. 

2409 Contractor employees: protection fit>m reprisal for disclosure of certain information. 

24 1 0 Requests for equitable adjustment or other relief: certification. 

2410a Appropriated fiinds: availability for certain contracts for 12 months. 

24 1 Ob Contractor inventory accounting systems: standards. 

2410c Preference for energy efficient electric equipment. 

24 1 Od Subcontracting plans: credit for certain purchases. 

2410f Debarment of persons convicted of fraudulent use of “Made in America” labels. 

2410g Advance notification of contract performance outside the United States. 

24 1 Oh Acquisition fellowship program. 

24 1 Oi Prohibition on contracting with entities that comply with the secondary Arab boycott of 

Israel. 

24I0j Displaced contractor employees: assistance to obtain certification and employment as 
teachers or employment as teachers’ aides. 

24I0k Defense contracts: listing of suitable employment openings with local employment 
service office. 

24 101 Contracts for advisory and assistance services cost comparisons studies. 

Title III of the Property Act consists of: 


§ 25 1 Declaration of Purpose. 

§ 252 Purchases and Contracts for Property. 

§ 252a Simplified Acquisition Threshold. 

§ 252b Implementation of Simplified Acquisition Procedures. 

§ 252c Implementation of Electronic Commerce Capability. 

(continued on next page) 
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For these reasons, the statutes contained in title 10, chapters 137 and 141, and Title III of 
the Property Act, probably apply to procurement contracts only, and therefore probably would 
not apply to OTs, unless the language of the particular statute or its legislative history indicates 
otherwise. 

C. Determining Which Statutes Apply To OTs 

(And Historical Background On The Chiles Act') 

Finally, the Working Group concluded that statutes applying only to procurement 
contracts necessarily do not apply to OTs, regardless of the terms of the OT ; those statutes that 
apply more broadly would probably apply to OTs, depending on their terms. Because the 
Working Group has interpreted OTs to be essentially an exemption to the Chiles Act 
requirements, some analysis of the Chiles Act’s requirements is useful in understanding this 
conclusion. 


(continued from previous page) 

§ 253 Competition Requirements. 

§ 253a Planning and Solicitation Requirements. 

§ 253b Evaluation and Award. 

§ 253g Prohibition of Contractors Limiting Subcontractor Sales Directly to United States. 

§ 253h Task and Delivery Order Contracts: General Authority. 

§ 253i Task Order Contracts: Advisory and Assistance Services. 

§ 253j Task and Delivery Order Contracts: Orders. 

§ 253k Task and Delivery Order Contracts: Definitions. 

§ 2531 Severable Services Contracts for Periods Crossing Fiscal Years. 

§ 254 Contract Requirements. 

§ 254a Cost-Type Research and Development Contracts with Educational Institutions. 

§ 254b Cost or Pricing Data: Truth in Negotiations. 

§ 254c Multiyear Contracts. 

§ 254d Examination of Records of Contractor. 

§ 255 Contract Financing. 

§ 256 Allowable Costs. 

§ 261 Assignment and Delegation of Procurement Functions and Responsibilities. 

§ 262 Determinations and Decisions. 

§ 263 Performance Based Man^ement: Acquisition Programs. 

§ 264 Relationship of Commercial Item Provisions to Other Provisions of Law. 

§ 264a Definitions Relating to Procurement of Commercial Items. 

§ 264b Preference for Acquisition of Commercial Items. 

§ 265 Contractor Employees: Protection From Reprisal for Disclosure of Certain Information. 
§ 266 Merit-Based Award of Grants for Research and Development. 
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Before Congress enacted the Chiles Act, the Government expended appropriated funds in 
furtherance of Federal programs using different types of legal instruments, depending on the 
relationship between the Government and the recipient of the funds. Federal agencies always 
have had inherent authority to enter into contracts related to their administrative purposes, 
including contracts for the acquisition of goods or services for their own use, unless legislatively 
prohibited. See General Accounting Office (GAO), Principles of Federal Appropriations Law 
10-11 (2d ed. 1992). Thus, although Congress could place and has placed restrictions on their 
inherent procurement authority, agencies did not need special legislation to enter into legally 
binding contracts in which they committed to pay appropriated funds for goods or services. 

By contrast, agencies have no inherent authority to give away public money or property 
or release vested rights to benefit parties other than the Government. Such assistance must be 
specifically authorized by Congress, either in the agency’s enabling legislation or legislation 
authorizing a specific program. Consequently, the purpose underlying the expenditure and the 
relationship between the agency and the recipient of the funds is the critical distinction between 
funding agreements and is therefore central to any analysis of laws applicable to some or all 
types of funding agreements. 

The Chiles Act was enacted to distinguish between assistance and procurement 
relationships and clarify which type of instrument an agency should use to accomplish its 
objectives, assuming it had the requisite authority to choose. S. Rep. No. 95-449 at 6 (1977), 
reprinted in 1978 U.S.C.C.A.N. 11,16. As the Senate Committee on Governmental Affairs 
observed when amending the statute in 1982, the Chiles Act did not create independent statutory 
authority to enter into legal relationships, but was “intended to force agencies to use a legal 
instrument that, according to the criteria established by the Act, matches the intended and 
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authorized relationship - regardless of the terminology used in existing legislation to characterize 
the instrument to be used in the transaction.” S. Rep. No. 97-180 at 4 (1981), reprinted in 
1982 U.S.C.C.A.N. 3, 6. 

According to the legislative history of the Chiles Act, congressional action was necessary 
because failure to distinguish between procurement and assistance relationships had led to the 
inappropriate use of grants “to avoid the requirements of the procurement system,” and 
conversely to the imposition of unnecessary red tape and administrative requirements on 
assistance recipients. S. Rep. No. 95-449 at 6, reprinted in 1978 U.S.C.C.A.N. 1 1, 16; S. Rep. 
No. 97-180 at 1, reprinted in 1982 U.S.C.C.A.N. 3. In order to create congressionally mandated 
standards, the Chiles Act defined and established selection criteria for three types of legal 
instruments that could be used to fund agency objectives: “procurement contracts,” “grants,” and 
“cooperative agreements.”**' S. Rep. No. 97-180 at 2, reprinted in 1982 U.S.C.C.A.N. at 3-4. 

The Chiles Act is not exhaustive: It does not cover any other funding transactions, such as real 
estate transactions or loans; nor does it recognize activities for which a procurement contract, 
grant, or cooperative agreement, as defined, would be unavailable. 

Grants and cooperative agreements are considered to be “assistance” agreements, the 
principal purpose of which is to transfer something of value to the recipient in order to carry out 
the public purpose of support or stimulation authorized by a law of the United States, instead of 
acquiring property or services for the direct benefit or use of the United States Government. 

3 1 U.S.C. §§ 6304-6305. Cooperative agreements and grants differ in the degree of involvement 
between the funding agency and the recipient when carrying out the contemplated activity. 
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Cooperative agreements are to be used when the expected involvement of the agency in the 
funded assistance activity is substantial, whereas grants are to be used when the agency s 
involvement is essentially administrative. Id. 

The Chiles Act is silent on whether the promises by the United States embodied in these 
three instruments would qualify as “contracts” under the common law and does not distinguish 
among the instruments on this basis. Indeed, the legislation used the term contract simply to 
distinguish assistance relationships as a class from transactions that are part of the procurement 
system. S. Rep. 95-449 at 4, 6 , /« 1978 U.S.C.C.A.N. 11 , 16 . In establishing standards 

for use of different types of instruments, the statute directs agencies to use ‘ procurement 
contracts when the principal purpose of the instrument is to acquire property or services for the 
direct benefit or use of the United States Government. 31 U.S.C. § 6303. 

Subsequent to the enactment of the Chiles Act, the GAO determined whether a 
procurement contract rather than an assistance agreement was the proper instrument for funding a 
project ~ and therefore subject to procurement laws and regulations. See, e.g., Council on Envtl. 
Quality and Office of Envtl. Quality-Coop. Agreement with Nat ’I Academy of Sciences, 65 
Comp. Gen. 605 (1986), (agency prohibited from using a cooperative agreement to fund a study); 
Electronic Space Systems Corp, 61 Comp. Gen. 428, 82-1 CPD 1|505 (1982) (cooperative 
agreement authorized and procurement contract not required because primary purpose of funding 
activity was to encourage development of a prototype and early market entry rather than 
acquiring the particular item for Government’s own use even though it would eventually have 

(continued from previous page) 

'0 Another type of instnmient, the “Cooperative Research and Development Agreement” (CRADA), 

involves no transfer of federal funds to the recipient and thus is not governed by the Chiles Act. 15 U.S.C. § 3710a. 
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governmental applications). In addition to examining the nature of the relationship memorialized 
in a funding instrument, GAO has considered whether special legislation has exempted a 
transaction from the requirements of the Chiles Act. In a letter to The Honorable Parren J. 
Mitchell, Chairman, Committee on Small Business, House of Representatives, B-222665 (July 2, 
1986), the Comptroller General determined that contracts the Department of Interior awarded to 
Native American tribes were statutorily exempt from the Chiles Act. The courts also have had 
occasion to apply the Chiles Act in determining whether the relationship between an agency and 
a funding recipient is subject to laws applicable to procurement contracts rather than assistance 
agreements. See, e.g., Hammond v. Donovan, 538 F. Supp. 1106 (W.D. Mo. 1982) (statute 
requiring affirmative action for veterans not applicable to relationship more in the nature of a 
grant than a contract as defined by the Chiles Act because its purpose was to benefit the general 
public and not a particular agency). 

By separately authorizing (outside of the Chiles Act) DoD to use OTs to fund research 
activities, Congress effectively exempted such research activities from the requirements of the 
Chiles Act, regardless of the terms of the OT. In short, under section 845 agencies were given 
independent authority to enter into binding agreements that might include significant funding for 
the acquisition of goods or services, but were not subject to the foimalities and cumbersome rules 
applicable by statute to procurement contracts. For example, section 845 OTs are to be used for 
the development of “purely military” weapon systems. See analysis at section 21, infra (quoting 
legislative history of section 845 as providing for “purely military research”). Such a use can 
only reasonably be described as the acquiring of a service for the direct benefit or use of the 
Government, for which, absent section 845, the Chiles Act would require the use of a 
procurement contract. Likewise, S&T OTs might include substantial assistance, but would not 
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be subject to rules applicable specifically to giants and cooperative agreements. The Chiles Act 
would require the use of a grant or cooperative agreement for the performance of cost-shared 
R&D, absent the OT authority of 10 U.S.C. § 2371. Because, absent OT authority, a Chiles Act 
instrument would be required to perform the functions permitted under OTs, one cannot look at 
the substance of the OT to determine whether, for example, a statute applying only to 
procurement contracts would apply to OTs. The OT authority constitutes a “safe harbor” against 
the applicability of such statutes to OTs, regardless of the substance and terms of the OTs. 

In particular, OT statutory authority creates a blanket exception or “safe harbor” for OTs 
against the applicability of statutes that apply only to procurement contracts, regardless of the 
terms of the OT. Therefore, there is no requirement in the OT legislation (section 2371 and 
section 845) that these transactions be distinguishable in nature or purpose from procurement 
contracts or assistance agreements in order to be exempt from those statutes that apply only to 
procurement contracts or assistance agreements. Only the statutory conditions for entering into 
an OT need be satisfied. Thus, even if the agreement embodied in an OT instrument would also 
meet the criteria for using one of the recognized traditional instruments, it would not be 
considered as such and would only be subject to laws applicable to funding agreements or 
contracts generally, not laws specifically aimed at procurement contracts or assistance 
agreements. Thus, in the analyses in Appendix A, once it is determined that a particular statute 
applies only to procurement contracts, we conclude that the statute necessarily does not apply to 
OTs. But statutes that apply more broadly may apply to OTs, depending on the substance of 
such OTs. 
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VI. RESULTS OF ANALYSES 

The Working Group analyzed 32 statutes to determine their applicability to OTs. Tables 
I and II summarize the results of these analyses. The detailed analyses are set forth at Appendix 
A. Although the Working Group considers its analyses to be correct, in a number of cases the 
conclusions are somewhat tenuous. For example, in many cases it is simply not clear from the 
text of the statute whether it applies only to procurement contracts, or whether it applies more 
broadly. In such cases the analysis turns on factors such as the placement of the statute in a 
particular statutory scheme, its legislative history, etc. This uncertainty may lead to unnecessary 
litigation. 
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Table I 


Item 

No. 

statute 

Applicability of Statute 
to OTs 

■ 

Competition in Contracting Act, Pub. L. No. 98- 
369 (1984), as amended (Kaminski Memorandum, 
Item 1). 

CICA does not apply to OTs. 

2. 

41 U.S.C. §§ 601 et seg., the Contract Disputes 

Act, Pub. L. No. 95-563 (1987), as amended 
(Kaminski Memorandum, Item 2). 

CDA does not apply to OTs. 

1 

31 U.S.C. §§ 3551 efse^., Procurement Protest 
System, Subtitle D of the Competition in 

Contracting Act, Pub. L. No. 98-369 (1984) 
(Kaminski Memorandum, Item 3). 

The protest system at GAO does not apply to protests 
over the award of OTs, However, the GAO will 
likely review the agency’s use of OTs to determine 
whether the statutory requirements of 10 U.S.C. 

5 2371 and 5 845 are met. 

1 

50 U.S.C. §§ 1431-1435, Extraordinary 

Contractual Authority and Relief Act, Pub. L. 

No. 85-804, 72 Stat. 972 (1958) (Kaminski 
Memorandum, Item 4). 

Public Law No. 85-804 applies to OTs. 

■ 

10 U.S.C, § 2207, Expenditure of Appropriations: 
Limitation (Kaminski Memorandum, Item 5). 

Section 2207 applies to OTs. 

6. 

10 U.S.C. § 2306, Kinds of Contracts (Kaminski 
Memorandum, Item 6). 

Section 2306 does not apply to OTs. 

■ 

10 U.S.C. § 2313, Examination of records of 
contractor (Kaminski Memorandum, Item 7). 

Section 2313 does not apply to OTs. 

g 


Section 2353 does not apply to OTs. 

9. 

10 U.S.C. § 2354, Contracts: indemnification 
provisions (Kaminski Memorandum, Item 9). 

Section 2354 does not apply to OTs. 

10. 

10 U.S.C. § 2393, Prohibition against doing 
business with certain offerors (Kaminski 
Memorandum, Item 10). 

Section 2393 does not apply to OTs. 

11. 

10 U.S.C. § 2403, Major Weapon Systems: 
Contractor Guarantees (Warranties) (Kaminski 
Memorandum Item 11). 

Section 2403 does not apply to OTs. 

12. 

10 U.S.C. § 2408, Prohibition on persons 
convicted of defense contract related felonies and 
related criminal penalty as defense contractors 
(Kaminski Memorandum, Item 12). 

Section 2408 does not apply to OTs. 

13. 

10 U.S.C. § 2409, Contractor employees: 
protection from reprisal for disclosure of certain 
information (Kaminski Memorandum, Item 13). 

Section 2409 does not apply to OTs. 
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Item 

No. 

Statute 

Applicability of Statute 
to OTs 

14. 

31 U.S.C. § 1352, Limitation on the use of 
appropriated funds to influence certain Federal 
contracting and financial transactions (Kaminski 
Memorandum, Item 14). 

Section 1352 does not apply to OTs. 

15. 

41 U.S.C. §§ 51-58, Anti-Kickback Act of 1986 
(Kaminski Memorandum, Item 15). 

The Anti-Kickback Act may apply to section 845 

OTs. The Act does not apply to S&T OTs. 

16. 

41 U.S.C. § 423, Procurement Integrity Act, § 27 
of the Office of Procurement Policy Act 
(Kaminski Memorandum, Item 16). 

The Procurement Integrity Act does not apply to 

OTs. 

17. 

a. 41 U.S.C. §§ 351 etseq.^ Service 

Contract Act. 

a. The Service Contract Act generally applies 

to OTs. 


b. 41 U.S.C. §§ 35-45, Walsh-Healey 

Act. 

b. The Walsh-Healey Act could theoretically 

apply to section 845 OTs, but not to 

S&T OTs. 


c. 29 U.S.C. §§ 201-219, Fair Labor 

Standards Act. 

c. Subject to the exemptions under section 13 

of the Act (29 U.S.C. § 213), generally it 
applies to employers engaging in S&T and 
section 845 OTs. 

18. 

41 U.S.C. §§ 701-707, Drug-Free Workplace Act 
of 1988 (Kaminski Memorandum, Item 18). 

The Drug-Free Workplace Act does not apply to 

OTs. 

19. 

41 U.S.C. §§ 10a- lOd, Buy American Act 
(Kaminski Memorandum, Item 19). 

The Buy American Act does not apply to OTs. 

20. 

28 U.S.C. § 1491, Tucker Act (Added by Working 
Group.) 

The Tucker Act applies to OTs, and the Court of 
Federal Claims has jurisdiction over matters 
involving such instruments. 

21. 

35 U.S.C. §§ 200-212 (1980) (Bayh-Dole Act) 
(Added by Working Group.) 

The Bayh-Dole Act does not apply to OTs. 

22. 

10 U.S.C. § 2320 and § 2321, Technical data 
provisions applicable to DoD (Added by Working 
Group.) 

These provisions do not apply to OTs. 

23. 

18 U.S.C. § 1905, Trade Secrets Act (Added by 
Working Group.) 

The Trade Secrets Act applies to information 
obtained by the Government in connection with OTs. 

24. 

5 U.S.C. § 552, Freedom Of Information Act, 
(FOIA), as amended by the Clinger-Cohen Act of 
1996 (Added by Working Group.) 

FOIA applies to OTs. In addition, the National 

Defense Authorization Act of 1998, Pub. L. No. 105- 
85, § 832, 1 1 1 Stat. 1629 (1997), codified at 

10 U.S.C. § 237I(i), expressly exempts OT 
proposals, business plans, supporting documents, and 
confidential technical information from disclosure 
under FOIA for 5 years . 
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Item 

No. 

Statute 

Applicability of Statute 
to OTs 

25. 

31 U.S.C. § 1304, Judgments, awards, and 
compromise settlements (Added by Working 
Group.) 

Section 1304 applies to OTs. 

26. 

31 U.S.C. § 1341, Limitations on expending and 
obligating amounts (Added by Working Group.) 

Section 1341 applies to OTs. 

27. 

31 U.S.C. §§ 3801 etseq.. Administrative 

Remedies for False Claims and Statements 
(Added by Working Group.) 

Section 3801 applies to OTs. 

28. 

10 U.S.C. § 2306a, Truth in Negotiations Act 
(added by Working Group.) 

TINA does not apply to OTs. 

29. 

41 U.S.C. § 422, Cost Accounting Standards 
(added by Working Group.) 

Cost Accounting Standards do not apply to OTs. 

30. 

10 U.S.C. § 2334, Cost Principles (added by 
Working Group.) 

Cost Principles do not apply to OTs. 
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Table n 


Item 

No. 

Statute 

Applies to 
OTs 

Does Not 
Apply to 
OTs 

1. 

Competition in Contracting Act 


X 

2. 

The Contract Disputes Act. 


X 

3. 

Procurement Protest System, Subtitle D of the 
Competition in Contracting Act. 


X 

■ 

Extraordinary Contractual Authority and Relief, 
Pub. L. No. 85-804, 72 Stat. 972 (1958). 

X 


5. 

10 U.S.C. § 2207, Expenditure of Appropriations: 
Limitation 

X 


6. 

10 LF.S.C. § 2306, Kinds of Contracts 


X 

■ 

10 U.S.C. § 2313, Examination of records of 
contractor. 


X 

8. 

10 U.S.C. § 2353, Contracts: acquisition, 
construction, or furnishing of test facilities and 
equipment [to R&D contractors] 


X 

9. 

10 U.S.C. § 2354, Contracts: indemnification 
provisions. 


X 

10. 

10 U.S.C. § 2393, Prohibition against doing 
business with certain offerors. 


X 

11. 

10 U.S.C. § 2403, Major Weapon Systems: 
Contractor Guarantees. 


X 

12. 

10 U.S.C. § 2408, Prohibition on persons 
convicted of defense contract related felonies and 
related criminal penalty as defense contractors. 


X 

13. 

10 U.S.C. § 2409, Contractor employees: 
protection from reprisal for disclosure of certain 
information. 


X 

14. 

31 U.S.C. § 1352, Limitation on the use of 
appropriated funds to influence certain Federal 
contracting and financial transactions. 


X 

15. 

41 U.S.C. §§ 51-58, Anti-Kickback Act. 

May apply to 
prototype OTs 

Does not apply 
to S&T OTs 

16. 

41 U.S.C. § 423, Procurement Integrity Act. 


X 
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Item 

No. 

Statute 

Applies to 
OTs 

Does Not 
Apply to 
OTs 

17. 

a. 41 U.S.C. §§ 351 elseg.. Service 

Contract Act. 

X 



b. 41 U.S.C. §§ 35-45, Walsh-Healey 

May apply to 

Does not Apply 


Act. 

c. 29 U.S.C. §§201-219, Fair Labor 

Standards Act. 

§ 845 OTs 

X 

to S&T OTs 

18. 

41 U.S.C. §§ 701-707, Drug-Free Workplace Act. 


X 

19. 

41 U.S.C. §§ 10a- lOd, Buy American Act. 


X 

20. 

28 U.S.C. § 1491, Tucker Act. 

X 


21. 

35 U.S.C. §§ 200-212 (1980), Bayh-Dole Act. 


X 

22. 

10 U.S.C. § 2320 and § 2321, Technical data 
provisions applicable to DoD. 


X 

23. 

18 U.S.C. § 1905, Trade Secrets Act. 

X 


24. 

5 U.S.C. § 552, Freedom Of Information Act, 
(FOIA). 

X 


25. 

31 U.S.C. § 1304, Judgments, awards, and 
compromise settlements. 

X 


26. 

31 U.S.C. § 1341, Limitations on expending and 
obligating amounts. 

X 


27. 

31 U.S.C. §§ 3801 elseq.. Administrative 

Remedies for False Claims and Statements. 

X 


28. 

10 U.S.C. § 2306a, Truth in Negotiations Act. 


X 

29. 

41 U.S.C. § 422, Cost Accounting Standards. 


X 

30. 

10 U.S.C. § 2324, Cost Principles. 


X 
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APPENDIX A 

Analysis of Applicability of Specific Statutory Provisions 

1. The Competition in Contracting Act, Division B, Title VII of Pub. L. No. 98-369, 

98 Stat. 494 (1984), codified as amended, at 10 U.S.C. §§ 2301 etseq.; 41 U.S.C. 

§§ 253 etseq. (Kaminski Memorandum, Item 1.) 

Purpose of the Statute : To promote the use of competitive procedures and prescribe 
uniform Government-wide policies and procedures regarding contract formation, award, 
publication, and submission of cost or pricing data. 

Summary Conclusion on Applicability : The Competition in Contracting Act (CICA) 
does not apply to OTs. 

Analysis : CICA does not apply to OTs because CICA applies only to procurement 
contracts. CICA applies to an “agency in conducting a procurement for property or services,” 

41 U.S.C. § 253(a)(1)(A); 10 U.S.C. § 2304(aXl)(A). Under the Chiles Act, the procurement of 
property or services must be done under a procurement contract. Therefore, CICA applies only 
to procurement contracts. As discussed above, OT’s are “other than” procurement contracts, so 
CICA does not apply to OTs. 

Additional evidence that CICA does not apply to OTs can be found in section 845, which 
establishes a standard of competition different than that found in CICA. Section 845 (as 
amended by section 804) requires the “maximum practical” competition, as opposed to the “full 
and open” standard of competition that is at the heart of CICA. Established rules of statutory 
construction dictate that a specific statute covering a particular area always controls over a statute 
covering the same and other subjects in more general terms, and the more specific statute is 
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considered to be an exception to the general terms of the more comprehensive statute. 73 Am. 
Jur. 2d, Statutes § 257 (1998). 

2. 41 U.S.C. §§ 601 et seq., the Contract Disputes Act of 1978, Pub. L. No. 95-563, 

92 Stat. 2383 (1978), as amended (Kaminski Memorandum, Item 2.) 

Purpose of the Statute : To create a comprehensive, fair, and balanced statutory scheme 

of administrative and legal remedies for claims under Government contracts. 

Summary Conclusion on ADplicabilitv : The CDA does not apply to OTs. 

Analysis : Because the Government waived sovereign immunity to suit in the CDA, the 

statute, as well as the contracts to which it applies, must be strictly construed. Fidelity Constr. 

Co. V. United States, 700 F.2d 1379 (Fed. Cir.), cert, denied, 464 U.S. 826 (1983). 

In the section entitled “Applicability of law,” the CDA states: 

(a) Executive agency contracts. 

Unless otherwise specifically provided herein, this Act applies to any 
express or implied contract (including those of the nonappropriated fund 
activities described in §§ 1346 and 1491 of title 28) entered into by an 
executive agency for ~ 

(1) the procurement of property, other than real property in being; 

(2) the procurement of services; 

(3) the procurement of construction, alteration, repair or 
maintenance of real property; or 

(4) the disposal of personal property. 

41 U.S.C. § 602(a) (emphasis added). 

On its face, the use of the term “procurement” is a fairly persuasive indication that 
Congress intended for the CDA to apply only to procurement contracts, and not all instruments 
through which the Government acquires property or services. 
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The House Bill also included a clause that stated, “[t]his Act shall also apply to any other 
contract or agreement with the United States which by its terms is expressly maHp subject to the 
provisions of this Act.” H.R. 1 1002, 95* Cong., § 3 (1978). This provision, however, was 
deleted from the Public Law for no reason discussed in the legislative history. Contract Disputes 
Act of 1978, Pub. L. No. 95-563, § 3, 92 Stat. 2383-84 (1978). It could be argued that Congress 
did not intend to permit Federal agencies to invoke the CDA by including the Disputes clause in 
a contract that otherwise was not covered. In the absence of further explanation of its action, 
however, deletion of the provision is not strong evidence. 

As a policy matter, it is unlikely that when Congress granted separate statutory authority 
for OTs, as distinguished from procurement contracts, it intended to apply procurement laws and 
regulations to some OTs and not to others. And, as discussed, the term “procurement” in the 
CDA suggests Congress intended to limit the applicability of the CDA to standard procurement 
contracts. 

3. 31 U.S.C. §§ 3551 et seq., Procurement Protest System, Subtitle D of the Competi- 

tion in Contracting Act, Division B, Title VII, Subtitle D of Pub. L. No. 98-369, 

98 Stat. 494 (1984) (Kaminski Memorandum, Item 3.) 

Purpose of the Statute : To provide a statutory basis for procurement protests by 
interested parties to the Comptroller General. 

Summary Conclusion on Applicability : The statute does not apply to OTs. 
Nevertheless, the GAO -will likely review the agency’s use of OTs to determine whether the 
statutory requirements of 10 U.S.C. § 2371 and section 845 are met. 

Analysis : The relevant sections of CICA require that a protest to the GAO “concem[-] 
an alleged violation of a procurement statute or regulation.” 31 U.S.C. § 3552. S&T OTs 
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involve cost-shared, collaborative research efforts with the potential for both government and 
commercial applications. The statute that authorizes S&T OTs - 10 U.S.C. § 2371 - specifically 
authorizes use of OTs when a procurement contract is “not feasible or appropriate.” As long as 
the OT is entered into as authorized by the statute, the procurement protest provisions under 
CICA, including the GAO bid protest system, are inapplicable because S&T OTs are 
“assistance” agreements rather than procurement contracts. 

The Comptroller General has applied this analysis to DARPA’s S&T OTs for cost- 
shared, “dual-use” technology development, characterized as “assistance” transactions. See 
Energy Conversion Devices, Inc., B-260514, June 16, 1995, 95-2 CPD H 121 (protest of selection 
leading to an “other transaction” following Broad Agency Aimouncement for development and 
demonstration of vapor phase manufacturing technology in the area of thin-film photovoltaics). 
The GAO acknowledged the restriction of its jurisdiction under CICA to review only protests 
involving violations of procurement statutes or regulations. The GAO also acknowledged its 
general practice of not reviewing protests involving cooperative agreements or “other non- 
procurement instruments” because they do not involve the award of a “contract.” The 
Comptroller General reviewed only whether a procurement contract was required in this instance, 
or whether DARPA might be attempting to avoid the requirements of procurement laws and 
regulations. In its analysis, the GAO cited the criteria of 3 1 U.S.C. §§ 6301 et seq. (Chiles Act), 
for use of procurement contracts (purchase of goods or services for the direct benefit or use of the 
Government) versus cooperative agreements (support or stimulation). The GAO held that the 
protester failed to refute DARPA’s position that the “primary” purpose of the transaction was not 
to acquire goods or services for the direct benefit or use of the Government, but instead to 
“advance the state-of-the-art by supporting and stimulating research and development.” Thus it 
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appears that the GAO will only determine whether the use of an OT is permitted under 
section 2371. 

The expansion of OT authority blurs the distinction between (a) “assistance”-type OTs 
for “dual use” research, and (b) section 845 agreements to “carry out prototype projects that are 
directly relevant to weapons development or weapon systems proposed to be acquired or 
developed by the Department of Defense.” Section 845 specifically exempts such “prototype 
projects” from 10 U.S.C. § 2371(c)(2) and (c)(3), permitting use of section 845 OTs even if use 
of a procurement contract would be “feasible or appropriate.” Thus, Congress exempted 
section 845 OTs from the restrictions of those statutes that apply to procurement contracts. 
Because the Procurement Protest System applies only to procurement contracts, it would not 
apply to section 845 OTs. 

4. 50 U.S.C. §§ 1431-1435, Extraordinary Contractual Authority and Relief Act, 

Pub. L. No. 85-804, 72 Stat. 972 (1958) (Kaminski Memorandum, Item 4.) 

Purpose of the Statute : To authorize certain remedies for contractors such as 
formalization of informal commitments, amendments without consideration, and correction of 
mistakes, and to permit indemnification for unusually hazardous risks. 

Summary Conclusion on Applicability : The statute applies to OTs. 

Analysis : The statute and legislative history indicate that the Extraordinary Contractual 
Authority and Relief Act (ECARA) applies to both S&T and section 845 OTs. Moreover, it is in 
the interests of both the Government and the contractor to include both types of OTs within 
coverage of the statute. The Extraordinary Contractual Authority and Relief Act, Public Law 
No. 85-804, 72 Stat. 972 (1958), codified as amended at 50 U.S.C. §§ 1431-35, authorizes the 
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Government to make payments and enter into contracts, amendments, or modifications to 

contracts, when not otherwise provided by law and for national defense purposes, as follows: 

The President may authorize any department or agency of the 
Government which exercises fimctions in connection with the 
national defense, acting in accordance with regulations prescribed 
by the President for the protection of the Government, to enter into 
contracts or into amendments or modifications of contracts 
heretofore or hereafter made and to make advance payments 
thereon, without regard to other provisions of law relating to the 
making, performance, amendment, or modification of contracts, 
whenever he deems that such action would facilitate the national 
defense. 

50U.S.C. § 1431. 

Specific instructions, which are contained in Executive Order No. 10789, define the 

contracts covered. These contracts include: 

agreements of all kinds (whether in the form of letters of intent, 
purchase orders, or otherwise, for all types and kinds of property or 
services necessary, appropriate, or convenient for the national 
defense, or for the invention, development, or production of, or 
research concerning, any such property or services . . . without any 
restriction of any kind as to type, character, location, or form. 

Exec. Order No. 10789, reprinted at 50 U.S.C. § 1431 note (emphasis added). 

The Executive Order describes a broad application of Governmental authority, to include 
agreements for “research concerning any such property or services” “without any restriction of 
any kind as to . . . form.” This language does not limit the authority to contracts for property or 
services themselves. Because S&T and section 845 OTs are for research and development, the 
statute appears to include them. 

The legislative history of ECARA makes it clear that neither the interests of the 
contractor or subcontractor, nor the form of the transaction, is relevant to the exercise of this 
Act’s authority. Rather, only the national defense may be considered: 
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The authority contained in this bill is not, therefore, authority by 
which the departments and agencies of Government may dispense 
aid solely for the benefit of contractors or subcontractors. While 
contractors or subcontractors may be the recipients of aid in some 
instances, the primary consideration is, and must be, whether such 
aid will facilitate the national defense. 

S. Rep. No. 85-2281 at 3 (1958), reprinted in 1958 U.S.C.C.A.N. 4043, 4045, also reprinted in 
Current Materials, Indexes, Guide, ECR 3021, 3023 (1958). 

Because S&T and section 845 OTs are already outside the standard procurement system, 
ECARA’s contractual authority and relief may seem unnecessary. But in the event that indem- 
nity clauses for unusually hazardous work or ratification of informal commitments are needed, 
ECARA has potential application. See analysis of the applicability of 10 U.S.C. § 2354, item 9, 
infra (concluding that 10 U.S.C. § 2354 would not be available to authorize the Government’s 
indemnification of the other party to an OT for unusually hazardous activities). A prototype or 
other research and development project under an OT well might become a necessity in a national 
defense emergency. In that event, it would be in the Government’s interest to have the authority 
to amend or modify the OT to require immediate delivery or production of any or all of the 
prototypes or research results. 

5. 10 U.S.C. § 2207, Expenditure of Appropriations: Limitation (Kaminski 

Memorandum, Item 5.) 

Purpose of the Statute : To discourage bribery to obtain a contraet. 

Summary Conclusion on Apnlicabilitv : Section 2207 applies to OTs. 

Analysis : Section 2207 prohibits the expenditure of appropriated funds “under a contract 
other than a contract for personal services” unless certain conditions are included in the contract. 
Specifically, the contract must permit the Government to terminate the contract if the Govem- 
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ment finds that the contractor has given any gifts or gratuities to Government officials to 
influence the award or administration of that contract. 

While it is not entirely clear, it appears that section 2207 applies to both S&T and 
section 845 OTs. First, while section 2207 does not define “contract”' or otherwise state 
expressly whether or not it applies only to procurement contracts, there is nothing in the text of 
this section that suggests such a limitation. By comparison, the CDA expressly states that it 
applies only to contracts “for the procurement of property [etc.],” 41 U.S.C. § 602(a), and we 
have concluded the CDA does not apply to OTs. See A-2, supra. Second, section 2207 is 
codified in chapter 13 1 of U.S.C. title 10, entitled “Planning and Coordination,” which, unlike 
chapter 137 (“Procurement Generally”) does not apply only to procurement-related matters. 

Based on the above, there is no reason to conclude that the reference to “contract” in 
section 2207 is limited to “procurement contracts.” Thus section 2207 applies to contracts 
whether or not they are procurement contracts and therefore that section applies to both S&T 
OTs and section 845 OTs. 

6. 10 U.S.C. § 2306, Kinds of Contracts (Kaminski Memorandum, Item 6.) 

Purpose of the Statute : To establish various restrictions on the terms and conditions of 
contracts. 

Summary Conclusion on Applicability : This statute does not apply to OTs. 


' The FAR defines “contract” as “a mutually binding legal relationship obligating the seller to furnish 
the supplies or services (including construction) and the buyer to pay for them.” FAR 2. 101. The notion of 
“furnishing” services or supplies seems consistent with the concept of “acquiring property or services” that is used 
to define “procurement contracf ’ under 3 1 U.S.C. § 6303. On the other hand, the Department of Labor defines the 
“furnishing” of services under the Service Contract Act to be different than the acquiring of services for the direct 
benefit of the government. See analysis at § 17a, inff-a. 
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Analysis : This section prohibits cost-plus-percentage-of-costs type contracts, requires 
contractors to provide covenants against contingent fees paid to obtain contracts, and limits fee 
amounts on certain types of cost-type contracts. 

It appears that section 2306 applies only to procurement contracts. Section 2306 is in 
chapter 137 of title 10, entitled “Procurement Generally,” which specifically states that it applies 
“to the procurement ... of all property (other than land) and all services for which payment is to 
be made from appropriated funds.” 10 U.S.C. § 2303(a) (emphasis added). Additionally, the 
chapter applies to contracts for the installation or alteration of property acquired under 
procurement contracts. 10 U.S.C. § 2303(b). 

The clear limitation of the scope of chapter 137 leads to the conclusion that it does not 
apply to OTs; such transactions specifically are not procurement contracts. 

7. 10 U.S.C. § 2313, Examination of Records of Contractor (Kaminski Memorandum, 

Item 7.) 

Purpose of the Statute : To provide authority to the contracting agency to access a 
contractor’s records or plants in order to perform audits of the contractor. 

Summary Conclusion on Applicahilifv : This section does not apply to OTs. 

Analysis : Consistent with the conclusion set forth in Item 6 above, section 2313 
arguably does not apply to either S&T or section 845 OTs, because by statute such OTs are not 
“procurement contracts.” Furthermore, OT’s frequently do not have payment schemes that 
would require the contracting agency to conduct the audits contemplated by section 2313. 
Section 2313 provides the authority to inspect a contractor’s records in two situations. Because 
OTs are not negotiated under either of these situations, the audit authority of section 2313 
logically would not apply to OTs. 
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First, section 2313 provides that the contracting agency is authorized to examine a 
contractor’s records when “a contractor is performing a cost-reimbursement, incentive, time-and- 
materials, labor-hour, or price-determinable contract, or any combination of such contracts, made 
by that agency under this chapter.” 10 U.S.C. § 2313(a)(1)(A). “This chapter” refers to U.S.C. 
title 1 0, chapter 1 3 7, which addresses “procurement generally.” Thus section 2313 applies only 
to certain types of procurement contracts, and would therefore not apply to OTs. 

Nor would it make sense to apply section 23 13 to OTs. In administering OTs, the 
Government essentially allots funds to a project and wants to make certain the funds are 
expended on the project. Because OTs frequently do not have the same payment schemes as 
cost-reimbursement, incentive, time and materials, labor-hour, or price redeterminable contracts, 
the need for the contracting agency to audit the contractor’s records is less compelling. 

The second situation under section 2313 in which the contracting agency may inspect a 
contractor’s records or plant arises when an audit is needed to evaluate the accuracy, complete- 
ness, and currency of certified cost or pricing data required to be submitted pursuant to 1 0 U.S.C. 
§ 2306a, the Truth in Negotiations Act (TINA). Based on the discussion of the application of 
chapter 1 37 above, and here, OTs are not procurement contracts. Neither TINA nor this second 
requirement under section 2313 applies. See item 28, infra. In other words, because the parties 
do not negotiate a price of an OT based on certified cost and pricing data under TINA — there is 
no need to audit certified data. Therefore, the second situation in which a contracting agency 
may exercise audit authority does not apply to OTs. 
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8. 10 U.S.C. § 2353, Contracts: acquisition, construction, or furnishing of test facilities 

and equipment (Kaminski Memorandum, Item 8.) 

Purpose of the Statute : To provide authority for acquisition, construction, or furnishing 
of test facilities or equipment in coimection with R&D contracts. 

Summary Conclusion on Applicability : This statute does not apply to OTs. 

Analysis : Section 2353 of title 10 pertains to acquisition, construction or furnishing of 
test facilities or equipment in coimection with contracts. It provides as follows: 

(a) A contract of a military department for research or develop- 
ment, or both, may provide for the acquisition or construction by, 
or furnishing to, the contractor, of research, developmental, or test 
facilities and equipment that the Secretary of the military depart- 
ment concerned determines to be necessary for the performance of 
the contract. The facilities and equipment, and specialized housing 
for them, may be acquired or constructed at the expense of the 
United States, and may be lent or leased to the contractor with or 
without reimbursement, or may be sold to him at fair value. This 
subsection does not authorize new construction or improvements 
having general utility. 

(b) Facilities that would not be readily removable or separable 
without unreasonable expense or unreasonable loss of value may 
not be installed or constructed under this section on property not 
owned by the United States, unless the contract contains - 

(1) a provision for reimbursing the United States for the fair 
value of the facilities at the completion or termination of 
the contract or within a reasonable time thereafter; 

(2) an option in the United States to acquire the underlying 
land; or 

(3) an alternative provision that the Secretary concerned 
considers to be adequate to protect the interests of the 
United States in the facilities. 

(c) Proceeds of sales or reimbursements under this section 
shall be paid into the Treasury as miscellaneous receipts, except to 
the extent otherwise authorized by law with respect to property 
acquired by the contractor. 

10 U.S.C. §2353. 
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The Kaminski memorandum identifies this statute as not applicable to section 845 OTs. 
The statute applies to contracts for research and development. The statute that authorizes OTs 
(section 2371) identifies them as transactions “other than” contracts for research and 
development; the section 2371 authority is “in addition to” the authority under section 2358 to 
enter into contracts for research and development. Therefore, section 2353, which applies by its 
terms to contracts for research and development, presents perhaps the clearest case of a 
requirement that would not apply to either section 2371 or section 845 OTs. 

9. 10 U.S.C. § 2354, Contracts: Indemnification Provisions (Kaminski Memorandum, 

Item 9.) 

Purpose of the Statute : To authorize the Military Departments to include provisions in 
DoD R&D contracts indemnifying the contractor for certain claims and losses. 

Summary Conclusion on Applicability : This statute does not apply to OTs. 
Nevertheless, to the extent that statutory authority is required for DoD to indemnify an R&D 
provider under an OT, ECARA (Public Law No. 85-804) may provide such authority under 
certain conditions. 

Analysis : 10 U.S.C. § 2354 provides that any “contract of a military department for 
research or development, or both” may provide that the Government will indemnify the 
contractor against claims for injury to persons or property resulting from “unusually hazardous” 
activities conducted in the performance of the R&D contract. Any such indemnification provi- 
sion must be approved by the Secretary of the military department concerned (§ 2354(a)), and 
must allow the Government to control the defense of the claim (§ 2354(b)). In addition, no 
payment can be made under the indemnification provision unless the Secretary or a designee 
certifies that the amount is “Just and reasonable.” 
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Section 2354 does not apply to either S&T or section 845 OTs, because OTs are 
expressly “other than” the contracts to which section 2354 does apply. Like section 2371 
(authorizing OTs) and section 2358 (describing the authorized means for obtaining R&D), 
section 2354 is contained in chapter 139 of title 10, entitled “Research and Development.” 
Section 2354 applies only to contracts entered into under the authority of section 2358.7 But 
section 2371 authorizes transactions other than contracts authorized under section 2358. 

10 U.S.C. § 2371(a). Therefore, section 2371 authorizes transactions “other than” the contracts 
for which section 2354 is applicable; therefore, section 2354 does not apply to OTs, and does not 
provide DoD authority to indemnify a party to an OT for unusually hazardous R&D activities. 

This result may not be very significant. Although it is conceivable that activities 
conducted in the performance of an OT would be “unusually hazardous,” and commercial 
organizations would not be able to insure against that risk, DoD still may be able to provide the 
necessary indemnification. To the extent that statutory authority is required to provide for the 
Government’s indemnification of the R&D provider,^ ECARA may authorize such indemnity 
under certain conditions. Ralph C. Nash, Jr. & John Cibinic, Jr., Federal Procurement Law 1 934 
(3d ed. 1980). We conclude in item 4 of this Appendix, supra, that the ECARA applies to OTs. 


7 Section 2354 only applies to R&D contracts (§ 2354(a)), and section 2358 provides the authority for 
and places restrictions upon DoD’s execution of R&D contracts (§ 2358(8)). 

^ It is believed that, at least regarding fixed-price contracts, special statutory authority is required for the 
•nclusion of indemnity clauses because of statutory provisions (still applicable to OTs, we conclude) barring the 
Government from making contractual obligations in advance of appropriations. Ralph C. Nash, Jr. & John Cibinic, 
Federal Procurement Law 1931 (3d ed. 1980). 
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10. 10 U.S.C. § 2393, Prohibition against doing business with certain offerors (Kaminski 

Memorandum, Item 10.) 

Purpose of the Statute : To prohibit the award by the Department of Defense of 
contracts, or in some cases subcontracts, to firms that have been debarred or suspended by 
another agency. 

Summary Conclusion on Applicability : This statute does not apply to OTs. 

Analysis : The operative part of section 2393 provides as follows: 

(a)(1) Except as provided in paragraph (2), the Secretary of a 
military department may not solicit an offer from, award a contract 
to, extend an existing contract with, or, when approval by the 
Secretary of the award of a subcontract is required, approve the 
award of a subcontract to, an offeror or contractor which to the 
Secretary’s knowledge has been debarred or suspended by another 
Federal agency unless — 

(A) in the case of a debarment, the debarment of the offeror or 
contractor by all other agencies has been terminated or the period 
of time specified for such debarment has expired; and 

(B) in the case of a suspension, the period of time specified by all 
other agencies for the suspension of the offeror or contractor has 
expired. 

(2) Paragraph (1) does not apply in any case in which the Secretary 
concerned determines that there is a compelling reason to solicit an 
offer from, award a contract to, extend a contract with, or approve 
a subcontract with such offeror or contractor. 

10 U.S.C. §2393. 

The section is codified in chapter 141 of U.S.C. title 10, "Miscellaneous Proeurement 
Provisions," suggesting that it applies only to procurement contraets. The legislative history of 
the seetion is not helpful on the issue of its applicability to other than procurement contracts. 

See, e.g. H.R. Conf. Rep. No. 97-3 1 1, at 129 (1981). The section was amended by the Federal 
Acquisition Streamlining Act of 1994 (FASA), Pub. L. No. 103-355, to exempt from certain 
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reporting requirements subcontracts for commercial items or subcontracts below the simplified 
acquisition threshold of $100,000. Because the statute applies by its terms to "contracts," and by 
its location in title 10 appears to envision "procurement” contracts, it does not apply to OTs 
under section 2371 or section 845. 

It should be noted, however, that OTs (under either section 2371 or section 845) arguably 
would be subject to the “common rule” uniform system of nonprocurement debarment and 
suspension, adopted by DoD and 27 other Federal agencies. See 53 Fed. Reg. 19161, 19204-210 
(1988). Thus an OT recipient arguably could be excluded from Federal non-procurement 
programs and activities under different authority. 

11. 10 U.S.C. § 2403, Major Weapon Systems: Contractor Guarantees (Warranties) 

(Kaminski Memorandum, Item 11.) 

Purpose of the Statute : To provide warranty protection to the Government for major 
weapons systems it acquires. 

Summary Conclusion on Annlicabilitv : This statute does not apply to OTs. [NOTE: 
This law was repealed by the National Defense Authorization Act for Fiscal Year 1998, Pub. L. 
No. 105-85, Div. A, Title VIII, § 847(a), 1 1 1 Stat. 1629, 1845 (1997)]. 

Analysis : The Weapon System Warranty Act, 10 U.S.C. § 2403, requires performance 
warranties to the effect that: 

• the item provided under the contract conforms to the design and 
manufacturing requirements specifically delineated in the 
production contract (or in any amendment to that contract); 

• the item provided under the contract, at the time it is delivered to the 
Government, is free of defects in material and workmanship; 
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• the item provided under the contract conforms to the essential performance 
requirements of the item as specifically delineated in the production 
contract (or in any amendment to that contract); 

• if the item provided under the contract fails to meet the specified 
guarantees set forth above, the contractor will at the election of the 
Secretary of Defense or as otherwise provided in the contract: 

• promptly take such corrective action as may be necessary to 
correct the failure at no additional cost to the Govenunent; or 

• pay costs reasonably incurred by the Govenunent in taking 
such corrective action. 

The FY 1985 Defense Department Authorization Act required that DoD obtain warranties 
in all its weapon system production contracts for systems that exceed $100,000 in unit cost, or 
when the total procurement cost exceeds $10 million. A contract for mature, full-scale 
production of weapon systems may not be entered into unless the prime contractor guarantees 
that the weapon system and subsystems meet performance, reliability, and mission capability 
requirements as agreed to in the contract. The FY 1998 Defense Department Authorization Act 
directed that a finding of cost-effectiveness be made prior to the use of warranties. 

DoD has authority under the statute to waive the warranty requirements, if necessary, in 
the interest of national defense or if the warranty would not be cost effective. DoD must give 
Congress written notice of its intention to waive any or all of the guarantee requirements on a 
major defense acquisition, as well as the reason for doing so.** 


^ There have been only nine waivers of the warranty requirements in the DoD since enactment of the 
statutory requirement. There are several reasons for this: 


(a) waiver authority has been retained at the Service secretarial level, which has discouraged pursuit 
of waivers because of the added time, effort and associated reviews; 


(b) procuring activities are reluctant to predetermine and characterize, from among the many 

requirements set forth in the conttact and its specifications, which are essential and which are 
nonessential; and, 

(continued on next page) 
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Section 2403(f) states, in pertinent part, that the requirement for a guarantee under 
subsection (b)(3) applies only in the case of a contract for a weapon system that is in mature full- 
scale production. Consequently, by virtue of the clear language of the statute, performance 
warranties are not intended to be applicable to the acquisition of “prototypes” under a 
section 845 OT, however procured or acquired, and certainly not for cost-shared R&D efforts 
under an S&T OT.^ In addition, production programs would have to be performed pursuant to 
procurement contracts under the Chiles Act, so the application of this provision is therefore 
limited to procurement contracts. 


12. 10 U.S.C. § 2408, Prohibition on persons convicted of defense-contract related 

felonies and related eriminal penalty on defense contractors (Kaminski 
Memorandum, Item 12.) 

Purpose of the Statute : To prevent persons convicted of fiaud or any other felony 
arising out of a defense contract from further participating in contracts with the Department of 
Defense for a specified statutory period. This statute complements the goals of other statutes 
designed to protect the public fisc, such as the Major Fraud Act and the False Claims Act. 
Summary Conclusion on Annlicabilitv : This section does not apply to OTs. 

Analysis : Consistent with other sections of this analysis, section 2408 arguably does not 
apply to OTs because section 2408 applies only to procurement contracts. This conclusion rests 


(continued from previous page) 

(c) it is difficult, if not impossible, to accurately determine “cost effectiveness” of a warranty 

provision in the case of weapon systems not previously produced or fielded in the absence of 
empirical data. 

^ Selectively employed performance warranties are in the interest of the Government and can be a cost- 
effective contract provision. Nevertheless, the effect of the Warranties Act has been the inclusion of warranty 
provisions in virtually every potentially applicable contract for a major system or subsystem without any 
consideration of cost effectiveness, utility, or national security needs. As noted in numerous GAO and other studies, 

(continued on next page) 
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on the facts that (1) 10 U.S.C. section 2408 is in chapter 1 4 1 of title 1 0, entitled “Miscellaneous 
Procurement Provisions”; (2) several portions of 10 U.S.C, § 2408 refer specifically to 
procurement statutes, and (3) the statute has been implemented in the Defense Federal 
Acquisition Regulation Supplement (DFARS). To accept this argument, however, one has to 
presume that when Congress passed 10 U.S.C. § 2408, it intended the statute to only apply to 
procurement contracts. Although there is some evidence that this is true, there is no clear 
expression of congressional intent upon which to rely. 

The provisions of 10 U.S.C, § 2408 state: 

(a) An individual who is convicted of fraud or any other felony arising out of a 

contract with the Department of Defense shall be prohibited from each of the following: 

(A) Working in a management or supervisory capacity on any defense 
contract or any first tier subcontract of a defense contract. 

(B) Serving on the board of directors of any defense contractor or any 
subcontractor awarded a contract directly by a defense contractor. 

(C) Serving as a consultant to any defense contractor or any 
subcontractor awarded a contract directly by a defense contractor. 

(D) Being involved in any other way, as determined under regulations 
prescribed by the Secretary of Defense, with a defense contract or first tier 
subcontract of a defense contract. 

10 U.S.C. § 2408(a) (emphasis added). 

Under the above listed prohibitions, the question becomes what type of “contracts” are 
referred to in 10 U.S.C. § 2408 (a)(1) (A), (B), (C) and (D). There is, unfortunately, no 
legislative history indicating whether Congress intended to limit this statute to procurement 


(continued from previous page) 

these warranties have added considerable non-value added cost to the acquisition of major weapon systems and 
subsystems. In many instances, the Act replicates remedies otherwise available to the Government. 
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contracts, or to include all other forms of contracts with the Department of Defense. 

Furthermore, there is no case law to provide any guidance. 

The statutory framework within which 10 U.S.C. § 2408 is codified, however, supports a 
finding that only procurement contracts were intended to be covered. This provision is codified 
within chapter 141 of title 10, entitled “Miscellaneous Procurement Provisions.” 

At the same time, several provisions of 10 U.S.C. § 2408 appear to indicate that this 
statute was intended to apply only to procurement contracts. In particular, 10 U.S.C. § 2408(a)(4) 
exempts (1) contracts below the simplified acquisition threshold, (2) commercial item contracts 
and (3) a subcontract under either (1) or (2). 

It should also be noted that 10 U.S.C. § 2408 has been implemented in the DFARS. In 
particular, DFARS section 203.570 implements 10 U.S.C. § 2408. This supports its application 
to procurement contracts. 

Unfortunately, this analysis only provides the conclusion that 10 U.S.C. § 2408 definitely 
applies to procurement contracts. Left unanswered is whether it applies only to procurement 
contracts. Unlike 10 U.S.C. § 2403 discussed above, nothing in the statute specifically excludes 
contracts other than procurement contracts from coverage of 10 U.S.C. § 2408. As such, a court 
could adopt the commonly accepted definition of the term “contract” in interpreting 1 0 U.S.C. 

§ 2408. 

As noted above, OTs contain the elements of offer, acceptance, and mutual manifestation 
of intent to be bound to certain requirements that the courts have held sufficient to constitute a 
contract. See Trauma Serv. Groupv. United States, 104F.3dl321 (Fed. Cir. 1991)', Thermalon 
Indus. V. United States, 34 Fed. Cl. 41 1 (1995); and Total Med. Management, Inc. v. United 
States, 104F.3d 1314 (Fed. Cir. 1997). If an OT therefore constitutes a non-procurement 
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contract, 1 0 U.S.C. § 2408 could apply. The statute refers repeatedly to a “contract” without 
limiting its application. 

In conclusion, it appears that the strong argument can be made that 1 0 U.S.C. § 2408 only 
applies to procurement contracts. This is due to the inclusion of this section in chapter 141 of 
title 10, references in the statute to procurement contracts, and the implementation of the statute 
in the DFARS. 


13. 10 U.S.C. § 2409, Contractor employees: protection from reprisal for disclosure of 

certain information (Kaminski Memorandum, Item 13.) 

Purpose of the Statute : To prohibit contractors from discharging, demoting, or 

discriminating against employees who disclose substantial violations of law related to contracts. 

Summary Conclusion on Applicability The statute does not apply to OTs. 

Analysis : Section 2409, which is contained in chapter 141 of title 1 0, "Miscellaneous 

Procurement Provisions," by its terms only applies to procurement contracts and contractors. 

It provides, in pertinent part, as follows: 

(a) Prohibition of reprisals. - An employee of a contractor may not 
be discharged, demoted, or othenvise discriminated against as a 
reprisal for disclosing to a Member of Congress or an authorized 
official of an agency or the Department of Justice information 
relating to a substantial violation of law related to a contract 
(including the competition for or negotiation of a contract). 

♦ ♦ ♦ ♦ * 

(e) Definitions. - In this section: 

(1) The term “agency” means an agency named in § 2303 of 
this title. 

(2) The term “head of an agency” has the meaning provided by 
§ 2302(1) of this title. 

(3) The term “contract” means a contract awarded by the head 
of an agency. 
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(4) The term “contractor” means a person awarded a contract 
with an agency. 

(5) The term “Inspector General” means an Inspector General 
appointed under the Inspector General Act of 1 978. 

lOU.S.C. §2409. 

Section 2409 was enacted as part of the National Defense Authorization Act for Fiscal 
Year 1987, Pub. L. No. 99-661, § 942, 100 Stat. 3816, 3942 (1986). The Federal Acquisition 
Streamlining Act (FASA) recodified the section and enacted a similar prohibition applicable to 
employees of civilian agency contractors. Federal Acquisition Streamlining Act of 1994, Pub. L. 
No. 103-355, §§ 6005, 6006, 108 Stat. 3243, 3364-66 (1994). There is nothing in the relevant 
committee reports suggesting any intent that application of the section extend beyond 
procurement contrzicts. See, e.g. H. R. Conf. Rep. No. 99-1001, at 507 (1986). The prohibition 
is implemented in FAR subpart 3.9, which also does not suggest any applicability beyond 
procurement contracts. Because the section by its terms applies only to "contracts," it does not 
apply to OTs under section 2371 or section 845. 

14. 31 U.S.C. § 1352, Limitation on the use of appropriated funds to influence certain 

Federal contracting and financial transactions (The Byrd Amendment) (Kaminski 
Memorandum, Item 14.) 

Purpose of the Statute : To prohibit recipients and requesters of Federal contracts, 
grants, or cooperative agreements from using appropriated funds to pay any person to influence 
or to attempt to influence executive or legislative decision-making in coimection with the 
awarding of any Federal contract or grant, the making of any Federal loan, or the entering into of 
any cooperative agreement. 31 U.S.C. § 1352(a). 

Summary Conclusion on Applicabilitv : This statute does not apply to OTs. 
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Analysis : This is a close call; nevertheless, because the statute applies by its terms only 

to applicants for, or recipients of, contracts, grants, and cooperative agreements, it does not apply 

to OTs. Section 1352, first enacted by section 319 of the 1990 Interior Department 

Appropriation Act, Pub. L. No, 101-121, 103 Stat. 701, 750-56 (1989), the so-called “Byrd 

Amendment,” provides in pertinent part: 

(a)(1) None of the funds appropriated by any Act may be 
expended by the recipient of a Federal contract, grant, loan, or 
cooperative agreement to pay any person for influencing or 
attempting to influence an officer or employee of any agency, a 
Member of Congress, an officer or employee of Congress, or an 
employee of a Member of Congress in connection with any Federal 
action described in paragraph (2) of this subsection. 

(2) The prohibition in paragraph (1) of this subsection applies 
with respect to the following Federal actions: 

(A) The awarding of any Federal contract. 

(B) The making of any Federal grant. 

(C) The making of any Federal loan. 

(D) The entering into of any cooperative agreement. 

(E) The extension, continuation, renewal, amendment, or 
modification of any Federal contract, grant, loan, or 
cooperative agreement. 

lOU.S.C. § 1352. 

Violators of the Byrd Amendment are subject to civil penalties. For all but Federal 
contracts, the Byrd Amendment is implemented by a common rule of 0MB and 28 Federal 
agencies. New Restrictions on Lobbying, Interim Final Rule, 55 Fed. Reg. 6736 (1990). For 
contracts, the Byrd Amendment is implemented at FAR subpart 3.8. Neither of these sources is 
particularly helpful on the issue of applicability to OTs. 
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The statute is quite specific concerning the types of instruments and relationships to 
which it applies, i.e. Federal contracts, grants, loans, and cooperative agreements. The Byrd 
Amendment defines "Federal contract" merely as "a contract awarded by an agency." Despite 
the fairly broad sweep of the statute, there is no indication that it was intended to cover every 
possible public-private relationship, and in fact there are relationships that are not listed. For 
example, it does not list loan guarantees or subsidies among the covered transactions. Therefore, 
because S&T OTs are not listed among the relationships covered by section 1352, it appears that 
section 1352 does not apply to them. 

The question is a close one because “Federal contract” is defined simply as “a contract 
awarded by an agency,” without limiting such definition to “procurement contracts” or contracts 
for the acquisition of goods or services for the direct benefit of the Government. 3 1 U.S.C. 

§ 1352(g)(6)(A)(i). Under this view, because OTs are “contracts” in the common law sense of 
the term and are necessarily awarded by a Federal agency (DoD), arguably they could be within 
this definition. 

On the other hand, if the term “Federal contract” were meant to encompass all common 
law contracts, it would automatically encompass “grants,” “loans,” and “cooperative agree- 
ments.” See, e.g., Thermalon Indus., Ltd. v. United Stales, 34 Fed. Cl. 41 1 (1995) (Federal 
grants are common law contracts for purposes of Tucker Act jurisdiction). Section 1 3 52(a)(2) 
would not need to separately list these three types of transactions. The fact that these three items 
are specified in this section suggests a more limited definition of the term “Federal contract” 
than “common law contract.” It is reasonable to conclude that section 1352 applies only to those 
transactions expressly mentioned in the text of this section, and does not apply to items not 
expressly mentioned, even if the excluded items are common law contracts {expressio unius est 
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exclusio alterius). Because OTs are not specified in the text of section 1352, this provision does 
not apply to them. 

This latter result - that section 1 352 does not apply to OTs - is supported by the 
legislative history of the Byrd Amendment. The Senate Report (S. Rep. No. 101-85 at 128 
(1989)), states that the terms “ ‘Federal contract,’ ‘Federal grant,’ and ‘Federal Cooperative 
Agreement’ refer primarily to these three instruments as described in 3 1 U.S.C. §§ 6303-6305.” 

3 1 U.S.C. § 6303 defines a “procurement contract.” This suggests that “Federal contract” means 
“procurement contract” only, and that the term is not intended to encompass every instrument 
that can be described as a common law contract. Because OTs are other than procurement 
contracts, grants, and cooperative agreements, and the Byrd Amendment applies only to 
procurement contracts, grants, and cooperative agreements (as suggested by this Senate Report), 
the Byrd Amendment would not apply to either S&T or section 845 OTs. 

15. 41 U.S.C. §§ 51-58, Anti-Kickback Act of 1986 (Kaminski Memorandum, Item 15.) 

Purpose of the Statute : To eliminate the practice of subcontractors paying kickbacks in 
the form of fees, gifts, gratuities, or credits to higher tier subcontractors or prime contractors for 
the purpose of securing the award of subcontracts or orders. 

Summary Conclusion on Applicability : The Anti-Kickback Act generally applies to 
section 845 OTs, but not to S&T OTs. 

Analysis : The statute defines the term “prime contract” as a “contract or contractual 
action entered into by the United States for the purpose of obtaining supplies, materials, 
equipment, or services of any kind.” 41 U.S.C. § 52(4). 
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Originally the Act was narrowly tailored and only applied to cost-type contracts, but it 
was first expanded to cover all “negotiated” contracts, and was finally expanded to cover all 
Federal contracts. Although not totally clear, this statute applies to more than just procurement 
contracts, and thus would generally apply to section 845 OTs, but not to S&T OTs. The Anti- 
Kickback Act applies more broadly than procurement contracts because (1) the statute’s 
application to any “contract or contractual action” is very broad, (2) the legislative history 
indicates Congress’ intent for the statute to have a broad reach, and (3) this statute is contained in 
chapter 1, “General Provisions,” of title 41, which includes sections that arguably have broad 
application beyond procurement contracts. 

Congress has authorized DoD to enter into both S&T OTs, where generally nothing is 
“acquired,” and section 845 OTs, where generally services (“purely military research and 
developmenf ’) are “acquired.” See Final Report of the Integrated Product Team on the Services ’ 
Use of 10 U.S.C. § 2371 OTs and 845 Prototype Authorities (10 June 1996). Therefore, a 
section 845 OT obtains “services” using a “contract or contractual action,” and therefore the 
Anti-Kickback Act generally applies to prototype OTs. In the case of S&T OTs, the Government 
does not acquire anything; therefore the Anti-Kickback Act does not apply. 

Id. 41 U.S.C. § 423, Procurement Integrity Act (Section 27 of the Office of Procurement 

Policy Act) (Kaminski Memorandum, Item 16.) 

Purpose of the Statute : To ensure the ethical conduct of Federal agency procurements 
by prohibiting certain Government officials from accepting compensation from or discussing 
future employment with bidders or offerors, and prohibiting the unauthorized receipt or 
disclosure of contractor bid and proposal information or source selection information before the 
award of a Federal agency procurement contract. 
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Summary Conclusion on Applicabijitv : The Act does not apply to OTs. 

Analysis : The Procurement Integrity Act was enacted as section 27 of the Office of 
Federal Procurement Policy Act (“OFPP Act”), and is codified at 41 U.S.C. § 423. Section 27 
was originally added to the OFPP Act when that statute was reauthorized by the Office of 
Federal Procurement Policy Act Amendments of 1988, Pub. L. No. 100-679, 102 Stat. 4055, and 
has since been modified through the Clinger-Cohen Act of 1996, Pub. L. No. 104-106, § 4304, 
110 Stat. 186, 659 (1996). The OFPP Act, which contains the procurement integrity provisions, 
authorizes the establishment of policies, procedures, and practices applicable to procurement 
contracts awarded by executive agencies, and mandates a single uniform procurement regulation 
to be maintained by GSA, DoD, and NASA under the authority of the Federal Property and 
Administrative Services Act of 1949 (“FPASA”), 41 U.S.C. §§ 251 etseq.-, chapter 137 of title 
10; and the National Aeronautics and Space Act of 1958, 42 U.S.C. §§2451 etseq. 

The OFPP Act does not apply to contractual agreements entered into by Executive 
agencies that are not procurement contracts. Nor does it apply to grants and cooperative 
agreements, which by statute are defined as separate types of legal instruments distinct from 
procurement contracts. 31 U.S.C. §§ 6303-6305. Congress’ placement of the Procurement 
Integrity Act within the OFPP Act and the terms of the statute indicate Congress intended these 
provisions to apply only to conduct in connection with procurement contracts that are subject to 
the requirements of the general procurement statutes and the uniform Federal Acquisition 
Regulation system. Nothing in the legislative history suggests the Act has a broader scope than 
the OFPP Act of which it is a part or that it applies to transactions that are by statute not 
procurement contracts. 
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It should be noted that although the Procurement Integrity Act does not apply to either 
type of OT, other statutes that do apply to OTs may achieve the same results. The prohibition 
against theft of property under a contract with the United States, codified at 1 8 U.S.C. § 64 1 , 
applies to both types of OTs because it is a statute of general applicability. This statute was 
successfully used in several 111 Wind prosecutions for improper receipt of insider information 
covered by the Procurement Integrity Act. 

17. 41 U.S.C. §§ 351 etseq., Service Contract Act; 41 U.S.C. §§ 35-45, Walsh-Healey 

Act; 29 U.S.C. §§ 201-219, Fair Labor Standards Act (Kaminski Memorandum, 

Item 17.) 

In Generai : The applicability of these iabor statutes to OTs turns on the substance of the 
OT, and not on its form. These statutes apply to OTs to the same extent that they apply to 
procurement contracts. Entities engaged in OTs are neither afforded relief fi’om such statutes nor 
additionally burdened by them. 

17a. 41 U.S.C. §§ 351 et seq., Service Contract Act. 

Purpose of the Statute : To establish minimum wages and fiinge benefits for service 
employees working under covered contracts and related subcontracts and to prohibit the 
contractor or subcontractor from exposing its service employees to unsafe or hazardous working 
conditions. 

Summary Conclusion on Applicability : Depending on the terms of the OT instrument, 
the Service Contract Act (SCA) could apply. 

Analysis : The Service Contract Act applies to every “contract entered into by the United 
States or the District of Columbia in excess of $2,500 . . . the principal purpose of which is to 
furnish services in the United States through the use of service employees.” 41 U.S.C. § 351(a) 
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(emphasis added).® The Service Contract Act does not define “contract” for purposes of 
applying its terms. 

To determine whether the SCA applies only to procurement contracts (and therefore not 

to OTs), or whether it applies more broadly, one would have to determine whether “furnishing 

services in the U.S.” is the same as “acquiring services for the direct benefit or use of the 

Government” as procurement contracts are defined under 31 U.S.C. § 6303. According to the 

Department of Labor, which is charged with the enforcement of this Act, these terms do not 

mean the same thing; the Service Contract Act covers contracts “other than” procurement 

contracts (and therefore would cover OTs). DoL regulations interpreting the Service Contract 

Act make clear that there is no requirement that the services in question must be provided 

directly to the U.S. Government or even for its benefit: 

[T]here is no limitation in the Act regarding the beneficiary of the 
services, nor is there any indication that only contracts for services 
of direct benefit to the Government, as distinguished from the 
general public, are subject to the Act. Therefore, where the 
principal purpose of the Government contract is to provide services 
through the use of service employees, the contract is covered by 
the Act, regardless of the direct beneficiary of the services or the 
source of the funds fiom which the contractor is paid for the 
service. . . . 

29 C.F.R. §4.133. 

An OT, in general, would be a contract for the furnishing of research services in the 
United States by service employees. The Service Contract Act would therefore apply to S&T 
OTs (which are used to develop dual-use technologies), because there is no requirement that the 


6 There are some statutory exemptions that would not generally apply here. See also FAR § 22. 1 00 1 ; 29 
C.F.R. §4.104. 
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Government “acquire” those services. It would also apply to section 845 OTs, instruments 
through which DoD acquires “purely military” research and development services. 

This result is consistent with the remedial nature of the Service Contract Act, which is to 

be liberally construed. See Menlo Serv. Corp. v. United States, 765 F.2d 805 (9th Cir. 1985). 

This conclusion is also consistent with a provision found in DoD’s prior request to extend its OT 

authority to certain pilot production programs: 

The Secretary of Defense may enter, on a pilot basis, into other 
trairsactions authorized by § 2371 of title 10, United States Code, 
for follow-on production of programs initiated as prototype 
projects under section 845 of the National Defense Authorization 
Act for Fiscal Year 1 994 (Public Law No. 103-1 60), as amended. 

Pilot production programs designated pursuant to this section are 
subject to such limitations, terms and conditions. . . as the 
Secretary may determine. Section 2371(e) of such title 10 is not 
applicable to the other transactions conducted under the authority 
of this section. Nothing in this subsection shall be construed to 
waive civil rights or labor standards applicable to Federal 
contracts. 

Letter from Judith A. Miller, DoD General Counsel, to Albert Gore, Vice President of the United 
States, enclosure at 1 (Mar. 28, 1997) (emphasis added). 

One caimot waive what is inapplicable in the first place; it stands to reason that the 
drafter of this proposed legislation considered that the “labor standards applicable to Federal 
contracts” do, in fact, apply to OTs. 

A recent opinion of the D.C. Circuit supports this analysis as well. See Ober United 
Travel Agency V. Department of Labor, 'Ho. 91 -SOtiblJi.C. Cir. Feb. 13, 1998). The 06er court 
considered whether the Service Contract Act applied to a no-cost contract allowing appellant 
travel agency to provide travel-related services to Federal employees. The travel agency argued 
that the Service Contract act applied only to procurement contracts, and that the travel manage- 
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ment contract at issue was not a procurement contract under 31 U.S.C. § 6303(1) (the Chiles Act) 
and department regulations because it did not draw upon appropriated funds. Id. slip op. at 4. 

The court rejected this argument in part by suggesting that the Service Contract Act applies more 
broadly than to procurement contracts under the Chiles Act. The court recognized that the 
Service Contract Act and the Chiles Act have “different purposes” and that the word “contract” 
may have a different meaning under the two statutes. Id. slip op. at 5. 

17b. 41 U.S.C. §§ 35-45, Walsh-Healey Act. 

Purpose of the Statute : To require all covered contracts to contain stipulations 
regarding minimum wages, maximum hours, safe and sanitary working conditions, child labor, 
and convict labor requirements. 

Summary Conclusion on Auplicabilitv : The Walsh-Healey Act may apply to 
section 845 OTs but not to S&T OTs. 

Analysis : The Walsh-Healey Act applies to contracts made and entered into by an 

agency of the United States “for the manufacture or furnishing of materials, supplies, articles, 

and equipment in any amount exceeding $10,000.” 41 U.S.C. § 35. This act 

was to impose obligations upon those favored with Government 
business and to obviate the possibility that any part of our 
tremendous national expenditures would go to forces tending to 
depress wages and purchasing power and offending fair social 
standards of employment. 

Perkins V. Lukens Steel Co., 310 U.S. 113, 128 (1940). Thus, this Act’s application to “any part 
of the expenditures of the Government,” and its use of the term “furnishing” rather than 
“procurement” of materials, etc., suggests that the Walsh-Healey Act’s scope includes contracts 
other than procurement contracts and could include section 845 OTs. As a practical matter. 
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however, S&T OTs would not be characterized as for the manufacture or furnishing of materials, 
but rather for the furnishing of R&D services. Therefore, it is unlikely that the Walsh-Healey 
Act would apply to these OTs. 

17c. 29 U.S.C. §§ 201-219, Fair Labor Standards Act. 

Purpose of the Statute : To establish minimum wage, maximum hours, and child labor 
requirements on an industry-wide basis. 

Summary Conclusion on Applicability : The Fair Labor Standards Act (FLSA) applies 
to OTs, subject to the exemptions under § 13 of the Act, 29 U.S.C. § 213. 

Analysis : FLSA applies to employers with employees “engaged in commerce or in the 
production of goods for commerce, or . . . employed in an enterprise engaged in commerce or in 
the production of goods for commerce.” 29 U.S.C. §§ 206, 207, 212. The Act defines 
“commerce” broadly as “trade, commerce, transportation, transmission, or communication 
among the several States or between any State and any place outside thereof” 29 U.S.C. 

§ 203(b). An entity that is a party to an OT is as likely as any other entity to be so engaged. 
Clearly, the applicability of this Act has nothing to do with the type of transaction in which such 
employer may be engaged, so the FLSA would apply to entities that are parties to S&T and 
section 845 OTs. 

18. 41 U.S.C. §§ 701-707, Drug-Free Workplace Act of 1988 (Kaminski Memorandum, 

Item 18.) 

Purpose of the Statute : To eliminate any connection between drug use or distribution 
and Federal contracts, cooperative agreements, or grants. 

Summary Conclusion on Applicability : The Drug-Free Workplace Act does not apply 

to OTs. 
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Analysis : With respect to contracts, the statute states: 

No person, other than an individual, shall be considered a 
responsible source, under the meaning of such term as defined in 
[§ 403(8) of this title], for the purposes of being awarded a contract 
for the procurement of any property or services of a value greater 
than the simplified acquisition threshold ... by any Federal 
agency, other than a contract for the procurement of commercial 
items . . . unless such person has certified to the contracting agency 
that it will provide a drug-ftee workplace by ... . 

41 U.S.C. § 701(a)(1). 

There is a similar requirement for contracts with individuals. 41 U.S.C. § 701(a)(2). 

With respect to grants, the stamte says; 

No person, other than an individual, shall receive a grant fi-om any 
Federal agency unless such person has certified to the granting 
agency that it will provide a drug-free workplace by ... . 


Id. 

There is a similar provision for grants to individuals. 41 U.S.C. § 702(a)(1). 

The statute applies to both procurement contracts and grants. Because OTs are other than 
procurement contracts, grants, and cooperative agreements, this statute by its own terms does not 
apply to OTs. It also refers to the definition of “responsible source” in 41 U.S.C. § 403. This 
reference is to the Office of Federal Procurement Policy Act found in chapter 7 of title 41, 
discussed above, which covers procurement contracts. Because OTs are not expressly included in 
the Drag-Free Workplace Act and because the application of the Act does not extend beyond 
procurement contracts and grants, the Drag-Free Workplace Act does not apply to any type of OT. 


19. 41 U.S.C. §§ 10a -lOd, Buy American Act (Kaminski Memorandum, Item 19.) 

Purpose of the Statute : To provide a preference for domestic products in government 
acquisition for public use. 
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Summary Conclusion on Applicability : The statute does not apply to OTs. In view of 
the strong policies embodied in the statute, it may be appropriate to apply it, as a matter of policy 
if not law, to section 845 OTs. 

Analysis : The requirements of the Buy American Act are found at 41 U.S.C. § 10a. The 
policies and procedures to implement it are found at FAR part 25. The statute provides, in 
relevant part: 


Notwithstanding any other provision of law, and unless the head of 
the department or independent establishment concerned shall 
determine it to be inconsistent with the public interest, or the cost 
to be unreasonable, only such unmanufactured articles, materials, 
and supplies as have been mined or produced in the United States, 
and only such manufactured articles, materials, and supplies as 
have been manufactured in the United States substantially all from 
articles, materials, or supplies mined, produced or manufactured, as 
the case may be, in the United States, shall he acquired for public 
use. This section shall not apply ... if articles, materials, or 
supplies of the class or kind to be used or the articles, materials or 
supplies from which they are manufactured are not mined, 
produced or manufactured, as the case may be, in the United States 
in sufficient and reasonably available commercial quantities and of 
a satisfactory quality. This section shall not apply to manufactured 
articles, materials, or supplies procured under any contract the 
award value of which is less than or equal to the micro-purchase 
threshold under [section 428 of this title]. 

41 U.S.C. § 10a (emphasis added).l 

A related provision, § 1 Od, provides as follows: 

§ lOd. Clarification of Congressional intent regarding §§ 10a and 
lOb(a) 

In order to clarify the original intent of Congress, hereafter, [§ 10a 
of this title] and that part of section [lOb(a) of this title] preceding 
the words “Provided, however, ” shall be regarded as requiring the 


1 The provisions of the Buy American Act applicable to construction of public works and buildings, 
located at 41 U.S.C. § 10b, appear to be irrelevant to the present analysis. 
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purchase, for public use within the United States, of articles, 
materials, or supplies manufactured in the United States in 
sufficient and reasonably available commercial quantities and of a 
satisfactory quality, unless the head of the Federal agency 
concerned shall determine their purchase to be inconsistent with 
the public interest or their cost to be unreasonable. 

41 U.S.C. § lOd (emphasis added). 

The Act’s basic requirements were enacted in 1933, Act of Mar. 3, 1993, ch. 212, 

Title III, 47 Stat. 1489, 1520, and it was amended in 1988 and 1994. 

The Buy American Act is concerned with manufactured and unmanufactured articles, 
materials, and supplies “acquired for public use,”* a term used interchangeably with “procured” 
in the statute. Because any statute that applies only to procurement contracts does not apply to 
OTs, and the Buy American Act applies only to procurement contracts, the Buy American Act 
does not apply to OTs. 

It has been stated that the purpose of the Act is to foster and protect American industry, 
American workers and American invested capital. Textron, Inc. v. Adams, 493 F. Supp. 824, 830 
(D.D.C. 1980). Moreover, the Act represents such a significant, deeply ingrained national policy 
for public procurement that it has been held that the correct Buy American Act clause is to be 
read into construction contracts by operation of law under the Christian doctrine where an 
incorrect clause had been included. S.J. Amoroso Constr. Co. v. United States, 12 F.3d 1072, 
1075-76 (Fed. Cir. 1993). It would appear consistent with the purpose and policy of the statute 
to extend it, as a matter of policy, to OTs. 


* The terms “articles,” “materials,” and “supplies" are not defmed in the statute. The term “public use” 
means use by the United States. 41 U.S.C. § I0c(b). 
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The Kaminski memorandum states that the Buy American Act, “[a]pplies only in part to 
‘Other Transactions’.” It is unclear what this qualification means.® 

20. 28 U.S.C. § 1491, Tucker Act (Added by Working Group) 

Purpose of the Statute : To provide jurisdiction to the Court of Federal Claims and U.S. 
District Courts in certain contract matters. 

Summary Conclusion on Applicabilitv : OTs can be considered contracts, although not 
necessarily “procurement contracts.” Accordingly, both types of OTs would be subject to the 
Tucker Act; the Court of Federal Claims would have jurisdiction over matters arising fi-om such 
instruments. 

Analysis : The Tucker Act, at 28 U.S.C. § 1491(a)(1), provides that the “Court of Federal 
Claims shall have jurisdiction to render judgment upon any claim against the United States 
founded . . . upon any express or implied contract with the United States.” The Court of Federal 
Claims has held that a party alleging this contract jurisdiction must show, in addition to the 
agent’s authority to bind the Government, “a mutual intent to contract including an offer, an 
acceptance, and consideration passing between the parties.” Thermahn Indus, v. United Stales, 
34 Fed. Cl. 41 1, 414 (1995) {citing City of El Centro v. United States, 922 F.2d 816, 829 (Fed. 
Cir. 1990)); Fincke v. United States, 675 F.2d289, 295 (Ct. Cl. 1982). Accord Total Med. 
Management, Inc. v. United States, 104 F.3d 1314, 1319-20 (Fed. Cir. 1997) (rejecting the 
holding of Trauma Serv. Group, Ltd. v. United States, 33 Fed. Cl. 426 (1995), that CHAMPUS 


® In addition to the Buy American Act, annual appropriation acts for some years have contained 
provisions requiring domestic products for certain items. 
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Memoranda of Understanding are unenforceable agreements under the Tucker Act); Trauma 
Serv. Group v. United States, 104 F.3d 1321, 1325-26 (Fed. Cir. 1997). 

In Thermalon Industries, the court rejected the Government’s challenges to the court’s 
contract jurisdiction in the case of a suit for damages under a research grant from the National 
Science Foundation. The court found that the grant embodied the above contractual elements. It 
also rejected the Government’s argument that, under the Chiles Act, only Federal procurement 
contracts came within the court’s contract jiaisdiction because that act distinguishes the use of 
procurement contracts from use of grants or cooperative agreements. Judge Andewelt, in a well- 
reasoned opinion, found that “[tjhere is no suggestion in the Grant [Chiles] Act that procurement 
contracts are the only type of contracts enforceable under the Tucker Act or that grant 
agreements that satisfy all of the ordinary requirements for a Government contract should not be 
classified as contracts enforceable under the Tucker Act.” Thermalon Indus., 34 Fed. Cl. at 417. 

The OT authority under 10 U.S.C. § 2371 is the authority of DoD to “enter into 
transactions (other than contracts, cooperative agreements, and grants)” for “basic, applied, and 
advanced research projects”; under section 845 is the authority “to carry out prototype projects 
that are directly relevant to weapons or weapons systems proposed to be acquired or developed 
by the Department of Defense.” Any argument that the phrase “transactions (other than 
contracts, cooperative agreements, and grants)” deprives the Federal courts of Tucker Act 
contract jurisdiction should be rejected for the closely similar reasons stated by Judge Andewelt 
in Thermalon Industries in interpreting the Chiles Act. 

Under section 12 of the Administrative Dispute Resolution Act of 1996, Pub. L. 104-320, 
1 1 0 Stat. 3870, 3874-76 (effective Dec. 31, 1996), the U.S. Court of Federal Claims and the 
Federal district courts have concurrent jurisdiction under amended 28 U.S.C. § 1491(b)(1) “to 
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render judgment on an action by an interested party objecting to a solicitation by a Federal 
agency for bids or proposals for a proposed contract or to a proposed award or the award of a 
contract or any alleged violation of statute or regulation in coimection with a procurement or a 
proposed procurement.” 28 U.S.C. § 1491(b)(1) (emphasis added). The highlighted language 
would seem broad enough to reach solicitations and awards relating to “contracts” (not 
necessarily limited to procurement contracts) under the S&T and section 845 OT authorities. 

Nevertheless, because OTs generally involve significantly fewer specific terms and 
conditions than do contracts, and because few statutes or regulations govern the makeup of OTs, 
agencies possess broad discretion in the award of OTs. Thus the question of standing to sue 
would be more likely to arise with OTs than with contracts. See, e.g., 5 U.S.C. § 701(a)(2) 
(judicial review not available when agency action committed to agency discretion by law). 

A protester probably would find it far more difficult to establish that the Government materially 
and prejudicially departed from the terms and conditions of the solicitation for an OT than from 
those for a contract. Presently there is no statutory, regulatory or decisional guidance on the 
question of standing for OT protests.'® 

21. 35 U.S.C. §§ 200-212, Bayh-Dole Act (Added by Working Group) 

Purpose of the Statute : To set forth the Government’s policy regarding allocation of 
patent rights to inventions conceived or first actually reduced to practice under contracts, grants, 
and cooperative agreements with smzdl business firms and educational and other nonprofit 


'® For a detailed discussion of bid protests at the CoFC, see American Bar Association, Section of Public 
Contract Law, Bid Protest Committee, Post Award Bid Protests at the U.S. Court of Federal Claims (1998). 
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organizations. This policy has been extended to large businesses by Executive Order No. 12,591, 
3 C.F.R. 220(1988). 

Summary Conclusion on Applicability : The requirements of the Bayh-Dole Act are 
not applicable to OTs. DARPA, however, applies such requirements as a matter of policy unless 
the contractor can demonstrate a need to deviate from such policy. 

Analysis : The Bayh-Dole Act sets forth the Government’s policy regarding allocation of 
patent rights to inventions conceived or first actually reduced to practice under contracts, grants, 
and cooperative agreements with small business firms and educational and other nonprofit 
organizations (subject inventions). This patent policy also has been extended to large businesses 
by Presidential Memorandum dated February 18, 1983 and Executive Order No. 12,591. 

19 Weekly Comp. Pres. Doc. 252 (Feb. 18, 1983); 3 C.F.R. 2201 (1988). The contractor (or 
recipient, in the case of grants and cooperative agreements) is permitted to retain title to subject 
inventions and the Government receives a nonexclusive, nontransferable, irrevocable, paid-up 
license to practice or have practiced subject inventions on behalf of the United States throughout 
the world. 

The Bayh-Dole Act is applicable when research is conducted under a Government 
“funding agreement,” which is defined in the Act at 35 U.S.C. § 201(b) to be a contract, grant, or 
cooperative agreement. Congress evidently intended here that the term “contract” meant 
“procurement contract” rather than a common law contract, because grants and cooperative 
agreements are contracts under standard contract law. Thermalon Indus., Ltd. v. United States, 
34 Fed. Cl. 4 1 1 (1 995) (“grant” was a “contract” for Tucker Act purposes). See analysis of the 
applicability of the Byrd Amendment, item 14, supra. 
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In addition, the legislative history of the statute authorizing S&T OTs (10 U.S.C. § 2371) 

expressly indicates that the Bayh-Dole Act is not intended to apply to such transactions because 

they are not a contract, grant, or cooperative agreement. The conference report on the National 

Defense Authorization Act for Fiscal Year 1992 reads as follows: 

The conferees also recognize that the regulations applicable to the 
allocation of patent and data rights under the procurement statutes 
may not be appropriate to partnership arrangements in certain 
cases. The conferees believe that the option to support 
“partnership,” pursuant to section 2371 of title 10, United States 
Code, provides adequate flexibility for the Defense Department 
and other partnership participants to agree to allocations of 
intellectual property rights in a manner that will meet the needs of 
all parties involved in a transaction. 

H.R. Conf. Rep. No. 102-311, at 576 (1991), reprinted in 1991 U.S.C.C.A.N. 918, 1132 
(emphasis added). 

Additionally, the House Armed Services Committee report on the 1995 National Defense 

Authorization Act reads as follows; 

It is the general policy of the Technology Reinvestment Project 
(TRP) to negotiate intellectual property rights in “partnerships” so 
as to optimize the chances of successful commercialization. TRP 
policy provides that the Federal Government should avoid 
acquiring rights if that will impede commercialization. Foreign 
access to technology is scrutinized and, if deemed necessary, 
restricted. Broad exposure of the technology among partnerships 
participants is encouraged. 

The Advanced Research Projects Agency (ARP A) can fiilly 
effectuate these policies because it has great flexibility to tailor 
patent and other intellectual property rights provisions under its 
“other transactions” authority. Other TRP agencies are to some 
degree constrained by their organic statutes; government-wide 
policies applicable to technology developments supported by 
contracts, grants, or by cooperative agreements, or by agency 
policies developed years ago. The committee encourages the other 
DoD agencies participating in the TRP and the non-DoD agencies 
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cooperating in the TRP to review their policies on intellectual 
property rights.”" 

H.R. Rep. No. 103-499, at 285 (1994) (emphasis added). 

In addition, the Senate Armed Services Committee has stated that “the committee did not 
intend that such transactions be subject to the provisions of Public Law No. 96-517, as amended 
[the Bayh-Dole Act].” S. Rep. No. 104-267 at 314 (1996). 

The interpretation that the Bayh-Dole Act does not apply to DoD OTs is consistent with 
NASA’s interpretation that the Act does not apply to OTs issued by NASA under NASA’s 
separate statutory authority found at 42 U.S.C. § 2473(c)(5). NASA Memorandum re: 
“Technology Reinvestment Project (TRP): Funded Space Act Agreements and Intellectual 
Property Rights,” from G. P. Miller through G. P. Mannix to G. Frankie (May 28, 1993). 

At the request of Congress, GAO recently conducted an extensive study of DARPA’s use 
of S&T OTs. Although the GAO study indicated that some in DoD believed that the Bayh-Dole 
Act applied to OTs, GAO believed this position was wrong. See General Accounting Office, 
DoD Research: Acquiring Research by Nontraditional Means, GAO/NSIAD-96-1 1 (Mar. 29, 
1996). 

As noted above, in 1 996 a DoD Integrated Product Team (IPT) conducted a study of the 
military services’ use of both S&T OTs and those under section 845. The study agreed with 
DARPA’s" and GAO’s interpretation that the Bayh-Dole Act does not apply to either S&T or 


*’ In 1991, ARPA’s test authority to enter into OTs for R&D was broadened to coverall of DoD and 
made permanent. Pub. L. No. 102-190, § 826, 105 Stat. 1290, 1442 (1991). 

" The Advanced Research Projects Agency (ARP A) was renamed the Defense Advanced Research 

Projects Agency (DARPA) by Pub. L. No. 104-106, § 908, llOStat. 186,406(1996). 
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section 845 OTs. See Final Report of the Integrated Product Team on the Services ' Use of 
10 U.S.C. 2371 ‘Other Transactions' and 845 Prototype Authorities {\996), si 10. 

On December 2, 1997, DoD issued guidance on Technology Investment Agreements 
stating that OTs are not subject to the Bayh-Dole Act. DDR&E Memorandum, “Subject: 
Instruments for Stimulation or Support of Research” (Dec. 2, 1997) (attaching “Guidance on 
‘Technology Investment Agreements’ for Military Departments and Defense Advanced Research 
Projects Agency (DARPA),” at 7). DoD updated this guidance on March 24, 1998, with the 
same interpretation. DDR&E Memorandum, “Subject; Revision 1 to Guidance on Instruments 
for Stimulation or Support of Research (Mar. 24, 1998) (attaching Revision 1). 

The legislative history of section 845 shows that it was the intent of Congress to expand 

DARPA’s use of the flexible “other transaction” authority, on a test basis, to include prototype 

projects directly relevant to weapons systems. The legislative history of this section indicates no 

change was intended regarding the non-applicability of the Bayh-Dole Act to section 845 OTs. 

The legislative history of section 845 reads in pertinent part as follows: 

Mr. BINGAMAN. Mr. President, the amendment which I am 
offering would allow the Advanced Research Projects Agency to 
use cooperative agreements authority on a pilot basis to execute 
some of its defense projects. ARP A already has the authority to 
use cooperative agreements and other transactions to implement its 
dual-use projects, where industry contributes its own resources, 
and use of contracts would not be appropriate. Indeed ARPA 
expects to utilize that authority extensively to implement the 
programs under the Technology Reinvestment Project. 

My amendment would permit ARPA on a pilot test basis over the 
next 3 years to experiment with use of cooperative agreements in 
carrying out its purely military research and development projects, 
to which we should not expect industry to contribute its own 
resources. Use of this more flexible authority is consistent vrith the 
thrust of the National Performance Review which the Vice 
President submitted to the President yesterday and -with the desire 
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for more flexibility in the defense acquisition system. ARPA led 
the way in use of cooperative agreements for dual-use projects, 
such as the high performance computing program. I am sure the 
agency will make good use of this new authority and urge my 
colleagues to support this amendment. 

Mr. NUNN. This amendment allows ARPA to use the authority in 
§ 2371 of title X, U.S.C. to cany out pilot projects that are directly 
relevant to weapon or weapons systems. This amendment will 
allow ARPA to use the cooperative agreements of purely military 
research as a 3 -year test. 

The PRESIDING OFFICER. The chair, hearing no further debate, 
without objection, the amendment offered on behalf of the Senator 
from New Mexico [Mr. Bingaman] is agreed to. 

139 Cong. Rec. S11158, S11288 (daily ed. Sept. 9, 1993) 

Section 804 of the National Defense Authorization Act for Fiscal Year 1997 (Pub L. 

No. 104-201, 1 10 Stat. 2422 (1996)) extended the section 845 test authority for 3 years, through 

September 30, 1999, and broadened the authority to permit use by all of DoD. There is nothing 

in the legislative history of section 804 that indicates a change in Congressional intent that the 

Bayh-Dole Act does not apply to section 845 OTs for prototype projects. The House Report on 

section 804 reads in pertinent part as follows: 

This section would reauthorize and expand to the military services 
the authority provided by § 845 of the National Defense 
Authorization Act for Fiscal Year 1994 (Public Law No. 103-160) 
to allow additional flexibility in the acquisition of prototype 
technologies and systems. 

H.R. Rep. No. 104-563, at 325-26 (1996). 

The legislative history of both 10 U.S.C. § 2371 and section 845 indicates that the Bayh- 
Dole Act is not intended to apply to such transactions. GAO and DoD agree with this 
interpretation. Nevertheless, although DoD has flexibility under OTs to deviate from the general 
policy of the Bayh-Dole Act, DARPA rarely deviates from the general policy of Bayh-Dole 
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when negotiating OTs. To obtain an exemption from the general policy, DARPA requires that 
OT contractors demonstrate that the general policy is inconsistent with the goals of a particular 
research project. Moreover, in all cases the OT contractor must provide for “march-in rights” to 
allow the Government to license subject inventions for commercial purposes if the title holder 
fails to take reasonable steps to achieve practical application or if other specified conditions 
occur. 

Some of the concessions granted by DARPA when compelling justification is shown 
include delaying the effective date of the Government purpose license (e.g . , the license begins 
5 years after the end of the term of the OT) and specifically defining what are reasonable efforts 
toward practical application that preclude exercise of march-in rights.*'* 

22. 10 U.S.C. § 2320 and § 2321, Technical data provisions applicable to DoD (Added by 

Working Group) 

Pumose of the Statute : To provide for regulations to define the legitimate interest of 
the U.S. and of a contractor or subcontractor in technical data pertaining to an item or process. 

Summary Conclusion on Applicability : The statute does not apply to OTs. 

Analysis : The legislative history cited above with respect to the applicability of the 
Bayh-Dole Act to OTs indicates that 10 U.S.C. § 2320 and 10 U.S.C. § 2321 and their 
implementing regulations are not applicable to OTs. In 1984, Congress enacted 10 U.S.C. 

§ 2320 and 10 U.S.C. § 2321, Defense Procurement Reform Act of 1984, Pub. L. No. 98-525, 


*^ Richard L. Dunn, “Using Other Transactions in Cooperative Government-Industry Relationships to 
Support the Development and Application of Affordable Technology,” 5-6 (1995). 

*'* Advanced Research Projects Agency, Draft Guidance for Use of Other Transactions^ 9 (Feb. 1995). 
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§ 1216, 98 Stat. 2588, 2595-98 (1984).*^ 10 U.S.C. § 2320 directed DoD to issue regulations 
covering rights in technical data developed under DoD contracts. Such regulations were issued 
as an interim rule in the DoD FAR Supplement (DFARS) in October 1988 and as a final rule in 
June 1995. lOU.S.C. §2321 established procedures for validation of proprietary data delivered 
under DoD contracts. Implementing regulations were issued in the DFARS in the technical data 
rights interim rule in October 1988 and in the technical data rights final rule in June 1995. 

60 Fed. Reg. 33,464(1995). 

Section 2320 is included in chapter 137, title 10 of the U.S. Code, which is concerned 
with procurement contracts. 10 U.S.C. § 2320(a)(1) requires DoD to prescribe regulations to 
define the legitimate interest of the U.S. and of a contractor or subcontractor in technical data 
pertaining to an item or process. 10 U.S.C. § 2320(a)(1) also requires that such regulations be 
made a part of the DFARS. The FAR and its supplements only apply to procurement contracts, 
FAR §§ 1.101, 1.301, 2.101 (definitions of “acquisition” and “contract”); Advanced Research 
Projects Agency, Draft Guidance for Use of Other Transactions, 1 (Feb. 1995). Therefore, 

10 U.S.C. § 2320 applies only to procurement contracts and does not apply to OTs. 

Similarly, 10 U.S.C. § 2321 (validation procedures) is also included in chapter 137, title 
10 of the U.S. Code, which is applicable only to procurement contracts. 10 U.S.C. § 2321 states 
that it applies to any contract for supplies or services entered into by DoD that includes provi- 
sions for the delivery of technical data. 1 0 U.S.C. § 232 1 was implemented in the October 1988 
DFARS interim rule pertaining to technical data and the June 1995 final rule. The FAR and its 


Section 2320 limits in certain ways the conduct of both DoD and its contractors in negotiating rights in 
technical data. Sections 2320 and 2321 do not cover rights in computer software. 
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supplements apply only to procurement contracts. Again, therefore, 10 U.S.C. § 2321 and its 
implementing regulations should not apply to OTs. 

The legislative history cited above with respect to the applicability of the Bayh-Dole Act 

to OTs indicates that 10 U.S.C. § 2320 and 10 U.S.C. § 2321 and their implementing regulations 

are not applicable to OTs. The conference report on the National Defense Authorization Act for 

Fiscal Year 1992 reads as follows. 

The conferees also recognize that the regulations applicable to the 
allocation of patent and data rights under the procurement statutes 
may not be appropriate to partnership arrangements in certain 
cases. The conferees believe that the option to support 
partnerships pursuant to § 2371 of title 1 0, United States Code, 
provides adequate flexibility for the Defense Department and other 
partnership participants to agree to allocations of intellectual 
property rights in a manner that will meet the needs of all parties 
involved in a transaction. 

Additionally, the House Armed Services Committee report on the 1995 Fiscal Year National 

Defense Authorization Act reads as follows: 

It is the general policy of the Technology Reinvestment Project 
(TRP) to negotiate intellectual property rights in “partnerships” so 
as to optimize the chances of successful commercialization. TRP 
policy provides that the Federal Government should avoid 
acquiring rights if that will impede commercialization. Foreign 
access to technology is scrutinized and, if deemed necessary, 
restricted. Broad exposure of the technology among partnerships 
participants is encouraged. 

The Advanced Research Projects Agency (ARP A) can fully 
effectuate these policies because it has great flexibility to tailor 
patent and other intellectual property rights provisions under its 
“other transactions” authority. Other TRP agencies are to some 
degree constrained by their organic statutes; goverrunent-wide 
policies applicable to technology developments supported by 


■6 H.R. Conf. Rep. No. 102-311, at 576 (1991). 
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contracts, grants, or by cooperative agreements, or by agency 
policies developed years ago. The committee encourages the other 
DoD agencies participating in the TRP and the non-DoD agencies 
cooperating in the TRP to review their policies on intellectual 
property tights. 

H.R. Rep. No. 103-499, at 285 (1994) (emphasis added). 

23. 18 U.S.C. § 1905, Trade Secrets Act (Added by Working Group) 

Purpose of the Statute : To protect trade secrets or other confidential information 
obtained by the Government. 

Summary Conclusion on Applicabilitv : The Trade Secrets Act applies to OTs. 

Analysis : The Trade Secret Act makes it a crime for an employee of the U.S. to publish 

or disclose trade secrets or other confidential information obtained as a result of Government 

employment. The Trade Secrets Act reads an follows: 

§ 1905. Disclosure of confidential information generally 

Whoever, being an officer or employee of the United States or of 
any department or agency thereof, any person acting on behalf of 
the OfBce of Federal Housing Enterprise Oversight, or agent of the 
Department of Justice as defined in the Antitrust Civil Process Act 
(15 U.S.C. 131 1-1314), publishes, divulges, discloses, or makes 
known in any manner or to any extent not authorized by law any 
information coming to him in the course of his employment or 
official duties or by reason of any examination or investigation 
made by, or return, report or record made to or filed with, such 
department or agency or officer or employee thereof, which 
information concerns, or relates to the trade secrets, processes, 
operations, style of work, or apparatus, or to the identity, 
confidential statistical data, amount or source of any income, 
profits, losses, or expenditures of any person, firm, partnership, 
corporation, or association; or permits any income return or copy 
thereof or any book containing any abstract or particulars thereof to 
be seen or examined by any person except as provided by law; 
shall be fined under this title, or imprisoned not more than one 
year, or both; and shall be removed fi-om office or employment. 
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18 U.S.C. § 1905, (as amended by Pub. L. No. 102-550, § 1353, 106 Stat. 3970 (1992)). 

Statutes of general applicability apply to OTs.''^ The language in 1 8 U.S.C. § 1905 
applies generally and is not limited by either the type of funding instrument used by the Govern- 
ment or by the nature of the transaction. In fact, no Government funding instrument need be 
involved. Therefore, the Trade Secrets Act applies to both categories of OTs. 

24. 5 U.S.C. § 552, Freedom Of Information Act (FOIA) (Added by Working Group) 

Purpose of the Statute : To create uniform agency procedures designed to open the 
administrative process to the scrutiny of the public by increasing access to documents in 
Government files. 

Summary Conclusion on Applicabilitv : The Act applies to OTs. 

Analysis : There is nothing in the FOIA that would apply to a procurement contract yet 
not apply to an S&T or section 845 OT. The FOIA makes available “records,” which would 
cover contract documents as well as any documents memorializing OTs. 5 U.S.C. § 552(a)(3). 
The exceptions to FOIA availability under 5 U.S.C. § 552(b) similarly do not turn on the form of 
the document but rather on the content. 

Nevertheless, section 821 of the National Defense Authorization Act for Fiscal Year 
1997, Pub. L. No. 104-201, 1 10 Stat. 2422, 2609 (1996), in effect created a new exception to 
FOIA availability that may affect OTs differently from contracts. Section 821 created new 
subsections 10 U.S.C. § 2305 (g) and 41 U.S.C. § 253b(m), which prohibit the release of 


Richard L. Dunn, “Using Other Transactions in Cooperative Government-Industry Relationships to 
Support the Development and Application of Affordable Technology,” 6 (1995). 
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unsuccessful proposals under the FOIA. “Proposal” is defined in section 821 as any proposal 
submitted by a contractor in response to a solicitation for a competitive proposal. It may be that 
proposals for OTs are more likely to be unsolicited or otherwise submitted in a non-competitive 
context than are proposals for traditional procurement contracts. To that extent, unsuccessful OT 
proposals may be less likely to be excluded from FOIA coverage. On the other hand, section 804 
of the National Defense Authorization Act for Fiscal Year 1997, Pub. L. No. 104-201, which 
extended section 845 authorization for 3 more years, requires that competitive procedures be 
used to the maximum extent possible on section 845 projects. This may bring more OT 
proposals within the scope of the FOIA exception created by section 821 for normal competitive 
proposals. 

The National Defense Authorization Act for Fiscal Year 1998, Pub. L. No. 105-85, § 832, 
111 Stat. 1629, 1842 (1997), (codified at 10 U.S.C. § 2371(i)), rectifies this situation. This 
provision expressly exempts from release under FOIA the following types of information 
submitted to DoD in a competitive or noncompetitive process having the potential for award of 
an OT; (1) a proposal, proposal abstract, and supporting documents, (2) a business plan 
submitted on a confidential basis, and (3) technical information submitted on a confidential basis. 
The foregoing types of information are exempt from release under FOIA for 5 years after receipt 
by DoD. 

25. 31 U.S.C. § 1304, Judgments, awards, and compromise settlements (Added by 

Working Group) 

Purpose of the Statute : To provide an appropriation to pay judgments, awards, 
compromise settlements, interest, and costs under a number of prescribed circumstances, 
including a board of contract appeals decision. 
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Summary Conclusion on Applicability : The statute applies to OTs. 

Analysis : Payment from the Judgment Fund would be permitted for OTs, provided one 
of the circumstances described in section 1304 exists. The operative part of section 1304 is as 


follows: 


(a) Necessary amounts are appropriated to pay final judgments, 
awards, compromise settlements, and interest and costs specified in 
the judgments or otherwise authorized by law when - 

(1 ) payment is not otherwise provided for; 

(2) payment is certified by the Secretary of the Treasury; and 

(3) the judgment, award, or settlement is payable— 

(A) under §§ 2414, 2517, 2672, or 2677 of title 28; 

(B) under § 3723 of this title; 

(C) under a decision of a board of contract appeals; or 

(D) in excess of an amount payable from the appropri- 
ations of an agency for a meritorious claim under § 2733 or 
§ 2734 of title 10, § 715 of title 32, or § 203 of the National 
Aeronautics and Space Act of 1958 42 U.S.C. § 2473). 


31 U.S.C. § 1304. 

Provided one of the circumstances listed in (a)(3) exists, the Judgment Fund would be 
available in the case of a S&T or section 845 OT. 


26. 31 U.S.C. § 1341, Limitations on expending and obligating amounts (Added by 

Working Group) 

Purpose of the Statute : To prohibit involving the Government in a contract or 
obligation for the payment of money in advance of an appropriation. 

Summary Conclusion on Applicability : The statute applies to OTs. 
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Analysis : Because the statute applies to “obligations,” in addition to “contracts,” it 
would apply to any OTs that commit the Government to expend funds. Section 1341 of title 31, 
the “Anti-Deficiency Act,” provides as follows; 

(a) (1) An officer or employee of the United States Government or 
of the District of Columbia government may not — 

(A) make or authorize an expenditure or obligation 
exceeding an amount available in an appropriation or fund 
for the expenditure or obligation; 

(B) involve either government in a contract or obligation 
for the payment of money before an appropriation is made 
unless authorized by law; 

(C) make or authorize an expenditure or obligation of 
funds required to be sequestered under § 252 of the 
Balanced Budget and Emergency Deficit Control Act of 
1985 [2 U.S.C. 902]; or 

(D) involve either government in a contract or obligation 
for the payment of money required to be sequestered under 
§ 252 of the Balanced Budget and Emergency Deficit 
Control Act of 1985 [2 U.S.C. 902]. 

(2) This subsection does not apply to a corporation getting 
amounts to make loans (except paid in capital amounts) without 
legal liability of the United States Government. 

(b) An article to be used by an executive department in the 
District of Columbia that could be bought out of an appropriation 
made to a regular contingent fund of the department may not be 
bought out of another amount available for obligation. 

31 U.S.C. § 1341. 

The section applies to any “expenditure or obligation,” regardless of the nature or form of 
the instrument or transaction involved. The Comptroller General has applied the prohibition in a 
number of circumstances other than contracts. 
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27. 31 U.S.C. §§ 3801 el seq.. Administrative Remedies for False Claims and Statements 

(Added by Working Group) 

Purpose of the Statute : To provide civil penalties for any person who knotvingly 
submits a false claim. 

Summary Conclusion on Applicability : The statute applies to OTs. 

Analysis : The Civil False Claims Act is chapter 38 of title 31. The coverage of the 
statute is very broad, and would appear to include both S&T and section 845 OTs. A “claim” is 
defined in § 3801(a)(3) as: 

(3) “claim” means any request, demand, or submission — 

(A) made to an authority for property, services, or money 
(including money representing grants, loans, insurance, or 
benefits); 

If a party to either category of OT submits a false claim, as defined, to the Government, 
the administrative sanctions of section 3801 el seq. would apply. 

28. 10 U.S.C. § 2306a and 41 U.S.C. § 254b, Truth in Negotiations Act (Added by 

Working Group) 

Purpose of the Statute : To require the submission of cost or pricing data on negotiated 
contracts in excess of $500,000, as well as for certain subcontracts and contract modifications. 

Summary Conclusion on Applicability : The statute does not apply to OTs. 

Analysis : The Truth in Negotiations Act, as amended, provides that an agency must 
require offerors, contractors, and subcontractors to submit cost or pricing data for negotiated 
contracts and contract modifications in excess of $500,000. The term "cost or pricing data" is 
defined as all facts that, as of an agreed upon date, a prudent buyer or seller reasonably would 
expect to affect price negotiations significantly. The data must be certified as accurate, complete, 
and current; the Government is entitled to a price adjustment if the data prove to be defective, 
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i.e., inaccurate, incomplete, or not current. Certified cost or pricing data are not required to be 
submitted when the contract price is based on adequate price competition, the price is set by law 
or regulation, or the contract is for the acquisition of a commercial item. 

The statutory requirement for the submission of cost or pricing data initially applied only 
to the Department of Defense and the National Aeronautics and Space Administration. The 
provision, now codified at 10 U.S.C. § 2306a, was enacted in 1962 as an amendment to the 
Armed Services Procurement Act of 1947. Section 2306a is part of chapter 137 of title 10, 
entitled "Procurement Generally." Although for many years the requirement applied to civilian 
agencies by regulation. Congress extended the statute to civilian agencies in section 27 12 of the 
Competition in Contracting Act of 1984 (CICA), Pub. L. No. 98-369, 98 Stat. 1 175, 1181 
(1984), which added a TINA requirement to Title III ("Procurement Provisions") of the Federal 
Property and Administrative Services Act, now codified at 41 U.S.C. § 254b. 

The legislative history of the original TINA statute indicates that it was one of a number 
of "changes in the law controlling procurement of property and services . . .." S. Rep. No. 87- 
1884 at 1 (1962). The Senate report cited audits by the General Accounting Office disclosing 
"unwarranted profits" on defense procurement contracts because of deficiencies in the data used 
to price the contracts. Requiring contractors to provide cost or pricing data was designed to 
place the Goverrunent on equal footing with the contractor when negotiating prices in a 
noncompetitive environment. The reports accompanying CICA indicate that the intent was to 
extend the statutory requirement to civilian agencies and create a uniform dollar-value threshold 
at which the requirement would apply. See, e.g. H.R. Rep. Conf. No. 98-861 at 1429 (1984). 
There is nothing in the legislative history of either enactment that would suggest an intent for the 
requirements of TTNA to apply outside the procurement arena. 
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Under 10 U.S.C. § 2371, an OT is an instrument other than a contract, grant, or 
cooperative agreement that is used to carry out a research project. Generally, the authority may 
be used when a "standard contract, grant, or cooperative agreement for such project is not 
feasible or appropriate." 10 U.S.C. § 2371(eX2). OTs for prototypes under section 845, 
however, are not subject to this limitation. Nevertheless, as used in section 2371, "standard 
contract” refers to a "procurement contract" under the Chiles Act. Thus, S(feT and section 845 
OTs are a means for carrying out research and acquiring prototypes without using procurement 
contracts. Although such OTs may contain the elements of common law contracts, under this 
statutory scheme they are not procurement contracts. 

Based on the statutory enactments and their legislative histories, it is clear that the 
requirement of TINA for cost or pricing data applies only to procurement contracts. The 
requirement is part of the general procurement-related provisions found in chapter 137 of title 10, 
U. S. Code, and Title III of the Federal Property and Administrative Services Act. "Cost or 
pricing data" is defined in terms of the expectations of buyers and sellers in procurement 
transactions. The legislative history of TINA indicates that Congress was concerned about 
procurement issues, and there is no suggestion that the requirements were intended to apply to 
instruments other than procurement contracts. Because OTs are not procurement contracts, the 
requirements of TINA do not apply to them. 

29. 41 U.S.C. § 422, Cost Accounting Standards (Added by Working Group) 

Purpose of the Statute : To provide for the promulgation of uniform standards for 
allocating costs to Government contracts. 

Summary Conclusion on Anniicabilitv : The statute does not apply to OTs. 
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Analysis : Section 26 of the Office of Federal Procurement Policy Act (OFPPA), 

41 U.S.C. § 422, established within OFPP an independent Cost Accounting Standards (CAS) 
Board. The Board has the exclusive authority to make, amend, and interpret cost accounting 
standards designed to achieve uniformity and consistency in the measurement, assignment, and 
allocation of costs to Government contracts. The standards promulgated by the Board must be 
used on "all negotiated prime contract and subcontract procurements with the United States in 
excess of $500,000." The standards need not be used, however, in an acquisition of commercial 
items or when the negotiated price is based on prices set by law or regulation. 

The legislative history of OFPPA § 26 indicates that Congress believed there was a need 
to update and revise the cost accounting standards promulgated by a predecessor board, which 
had gone out of existence in 1980 for lack of an appropriation. See S. Rep. No. 100-424 at 15 
(1988). The Senate report cited pension costs and insurance costs as examples of areas in need 
of attention. The standards of the previous board applied only to procurement contracts, and 
there is no indication that Congress intended to extend the applicability of cost accounting 
standards to other types of arrangements or instruments. 

Under 10 U.S.C. § 2371, an OT is an instrument other than a contract, grant, or 
cooperative agreement that is used to carry out a research project or, under section 845, carry out 
weapon system prototype projects. Section 2371 distinguishes an OT from a “contract” which it 
implicitly defines as a “procurement contract.” Although OTs under section 2371 and 
section 845 may contain the elements of common law contracts, under this statutory scheme they 
are not procurement contracts. 

The statute requiring the use of cost accounting standards applies only to procurement 
contracts, and therefore does not apply to OTs under section 2371 or section 845. Section 422 of 
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title 41 , U.S.C., was enacted as section 26 of the OFPPA, a Govemment-wide procurement 
statute. The only instruments referenced in the statute are contracts and subcontracts. In terms 
of applicability, section 26 specifically provides that the cost accounting standards promulgated 
under the section are required for use on "all negotiated prime contract and subcontract 
procurements." 41 U.S.C. § 422(f)(2)(A) (emphasis added). There is nothing in the legislative 
history to suggest an intent that statutory cost accounting standards would be required for use on 
other than procurement contracts. Because OTs are not procurement contracts, section 26 of the 
OFPPA, 41 U.S.C. § 422, does not apply. 

The Defense Contract Audit Agency (DCAA) has said, however, that although OTs are 
not subject to CAS, the treatment by a party of its costs under an OT may have implications for 
that party's CAS-covered contracts. In this regard, § 31.205-1 8(e) of the FAR provides that costs 
contributed by a party in performing an agreement under 1 0 U.S.C. § 2371 may constitute 
independent research and development (IR&D) costs that could be recovered as allowable costs 
under that party's Government contracts. The DCAA points out that CAS 402, which deals with 
consistency in accounting for similar costs, would require that costs incurred in performing an 
OT be treated either as a direct cost or an indirect IR&D cost, but not both. Otherwise, the 
contractor would be in noncompliance with CAS 402. See DCAA Memorandum 98-PSP-077(R) 
(May 12, 1998). 

30. 10 U.S.C. § 2324, Cost Principles (Added by Working Group) 

Purpose of the Statute: To provide for the disallowance of certain costs under flexibly 
priced contracts and prescribe penalties for the submission of claims for unallowable costs. 

Summary Conclusion on Applicability: The statute does not apply to OTs. 
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Analysis: Section 2324 of title 10 provides, in part: 

The head of an agency shall require that a covered contract provide 
that if the contractor submits to the agency a proposal for settle- 
ment of indirect costs incurred by the contractor for any period 
after such costs have been accrued and if that proposal includes the 
submission of a cost which is unallowable because the cost violates 
a cost principle in the Federal Acquisition Regulation or applicable 
agency supplement to the Federal Acquisition Regulation, the cost 
shall be disallowed. 

A "covered contract" is defined as a contract in excess of $500,000, except for fixed-price 
contracts without cost incentives and fixed-price contracts for commercial items. 

Under 10 U.S.C. § 2371, an OT is an instrument other than a contract, grant, or 
cooperative agreement that is used to carry out a research project or, under section 845, a weapon 
system prototype project. Section 2371 distinguishes an OT from a “contract” which it implicitly 
defines as a “procurement contract.” Although OTs under 10 U.S.C. § 2371 and section 845 may 
contain elements of common law contracts, under this statutory scheme they are not procurement 
contracts. 

For a variety of reasons it appears that section 2324 applies only to procurement 
contracts, and therefore does not apply to OTs under either 10 U.S.C. § 2371 or section 845. 

First, section 2324 is part of chapter 137 of title 10, which deals with "Procurement Generally." 
Second, section 2324 is directed only at cost submissions that violate cost principles in the FAR. 
The FAR provides at § 2.101 that "acquisition" metms acquiring by contract goods and services 
for use by the Federal Government. Third, there is nothing in the legislative history to suggest 
that in enacting section 2324 Congress was concerned about anything other than contracts for the 
procurement of goods or services. See, e.g. H.R. Rep. Conf. No. 99-235, at 447-450 (1985). In 
this regard, the extent to which the Federal Government reimburses costs incurred in sponsoring 
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research outside the procurement context is covered by a set of rules independent of the FAR. 
See, e.g.. Office of Management and Budget Circular A-21, "Cost Principles for Educational 
Institutions." 

It should be noted, however, that although OTs generally are not subject to the FAR, in 
some cases provisions of the FAR will dictate whether costs incurred in performing an OT may 
be reimbursed by the Government. In this regard, § 3 1.205-I8(e) of the FAR provides that costs 
contributed by a party in performing an agreement under 10 U.S.C. § 2371 may constitute 
independent research and development (IR&D) costs that could be recovered as allowable costs 
under that party's Government procurement contracts. The Defense Contract Audit Agency 
(DCAA) has pointed out that if a Government contractor accounts for OT costs as IR&D and 
allocates those costs to Government procurement contraets, the eosts must comply with 
applicable FAR provisions. See DCAA Memorandum 98-PSP-077(R) (May 12, 1998). 
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THE UNDER SECRETARY OF DEFENSE 

„ 301^EPenSE pentagon 
WASHINGTON, D.C. 20301-3010 


14 DEC 1996 

MEMORANDUM FOR SECRETARIES OF THE MILITARY 
DEPARTMENTS 

DIRECTORS OF DEFENSE AGENCIES 


SUBJECT: 10 U.S.C. 2371, Section 845, Authority to Carry Out 
Certain Prototype Projects 


Section 845 of the National Defense Authorization Act for Fiscal 
Year 1994, Public Law 103-lgQ^ authorizes the Director of DARPA 
to enter into transactions (other than contracts) under 10 US.C. 2371, 
for certain prototype projects. The authority under section 845 was to 
terminate November 30, 1996. Section 804 of the National Defense 
Authonzation Act for Fiscal Year 1997, Public Law 104-201, 
extends the authority of section 845 through September 30, 1999, and 
makes it available to die Secretaries of the Military Departments and 
any other official designated by the Secretary of Defense. The 
Secretaty of Defense delegated his authority and assigned his 
responsibilities, under the amendments made to section 845 by 
section 804, to me. I designate the Directors of the Defense Agencies 
as having the authonty to use section 845 as authorized by subsection 
804(a). 

Section 845 authorizes use of instruments that are alternatives to 
contracts for the covered prototype projects. Section 845 requires, to 
the niaximum extent practicable, use of competitive procedures when 
entering into "other dansactions," To the extent that a particular 
statute or regulation is Imuted in its applicability to the use of a 
contract, it would generally not apply to an "other transaction." 
Attachment 1 is a list of statutes that apply to procurement contracts, 
but that are not necessarily appijeapjg "other transactions." The list 
is provided for guidmce only, and is not intended to be definitive. To 
the extent that a particular requirement is a funding or program 
requirement or is not tied to the type of instrument used, it would 
generally apply to an "other transaction." Each statute must be looked 
at to assure it does or does not apply to a particular fundiog 
arrangement using an other transaction." Use of section 845 
authority does not elimmate the applicability of all laws and 
regulations. Thus, it is essential that counsel be consulted when an 
"other transaction" will be used. 


ATTACHMEN'*' 
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Section 845 may be used to cany out prototype projects that are 
directly relevant to weapons or weapon systems proposed to be 
acquired or developed by the Department. When a prototype project, 
under the authority of section 845, is used as a precursor to a major 
defense acquisition program, I expect to be advised of the transition 
strategy for follow-on contracts at least 30 days prior to award of the 
"other transaction" that initiates the prototype project. The transition 
strategy must also address how the DoDD 5000.1 and DoD 5000.2R 
requirements will be applied to the acquisition program. 

I believe it is essential that section 845 instruments incorporate good 
business sense and appropriate safeguards to protect the 
government's interest. This includes assurances that the cost to the 
government is reasonable, the schedule and other requirements are 
enforceable, and the payment arrangements promote on-time 
performance. 

Annual congressional reporting requirements are established in 10 
U.S.C. 2371(h), as modified by section 267 of Public Law 104-201. 
These requirements also apply to prototype projects under section 
845. Each military department and defense agency using section 845 
authority shall submit a report to OUSD(A&T)/DDP annually, by 
November 15, that includes all information required by 10 U.S.C. 
2371(h), and that summarizes section 845 lessons learned for each 
prototype project. The format and content for this submission are at 
Attachment 2 . In addition, users of section 845 may submit lessons 
learned at any time for inclusion in the Defense Acquisition 
Deskbook. llie Deskbook will also be used to provide discretionary 
guidance and further information. 

I encourage you to use the flexibility provided by this authority and 
to issue any further guidance you deem necessary. If you delegate 
authority to use section 845, 1 expect it will be to officials whose 
level of responsibility, business acumen, and judgment enable them 
to operate in this relatively unstructured environment. If we use this 
authority wisely, I will request that it be extended or made permanent 
by the Congress. 



Paul G. 




Kaminski 



342 


Statutes Inapplicable to ’’Other 
Transactions” 

1. Competition in Contracting Act, Pub. L. No. 98-369 (1984), as 
amended - Promotes the use of competitive procurement procedures 
and prescribes uniform government-wide policies and procedures 
regarding contract formation, award, publication, and cost or pricing 
data (trutii in negotiations). See DoD coverage generally at chapter 
137 of title 10, United States Code, particularly sections 2301-2305. 

2. Contract Disputes Act, Pub. L. No.95-563 (1987) as amended, 41 
U.S.C. 601 et seq . - Provides for the resolution of claims and disputes 
relating to government contracts. 

3. Procurement Protest System, Subtitle D of Competition in 
Contracting Act, Pub.L No. 98-369(1984), 31 U.S.C. 3551 et seq . - 
Provides statutory basis for procurement protests by interested parties 
to the Comptroller General. 

4. Public Law 85-804, 50 U.S.C. 1431-1435, Extraordinary 
contractual relief - Authorizes such remedies to contractors as 
formalization of informal commitments, amendments without 
consideration, and correction of mistakes, and permits 
indemnification for unusually hazardous risks. 

5. 10 U.S.C. 2207. Expenditure of appropriations: limitation - 
Permits termination of contracts upon a finding that the contractor 
has offered or given gratuities to obtain a contract. 

6. 10 U.S.C. 2306. BCinds of contracts - Prohibits use of cost- plus-a- 
percentage-of-cost system of contracting; requires a covenant against 
contingent fees paid to obtain contracts; limits fee amoimt on 
virtually all cost-type contracts. 

7. 10 U.S.C. 2313. Examination of records of contractor - Provides 
agency and GAO access to contractors facilities to audit contractor 
and subcontractor records and gives the DCAA subpoena authority. 

8.10 U.S. C. 2353. Conrtacts:acquisition, construction, or furnishing 
of test facilities and equipment (to R&D contractors). 

9. 10 U.S.C. 2354. Contracts: indemnification provisions - 
Indemnification authority against unusually hazardous risks for R&D 
contractors. 

10. 10 U.S.C. 2393. Prohibition against doing business with certain 
offerors - Prohibition with respect to solicitation of offers and 
contract awards to contractors that have engaged or are suspected to 
have engaged in criminal, firaudulent, or seriously improper conduct. 
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11.10 U.S.C. 2403. Major weapon systems: contractor guarantees. 

12. 10 U.S.C. 2408. Prohibition of persons convicted of defense- 
contract related felonies and related criminal penalty on defense 
contractors - Generally, convicted felons precluded from working in 
a managerial capacity on DoD contracts. 

13.10 U.S.C. 2409. Contractor Employees: protection from reprisal 
for disclosme of certain information. '\\Tiistle blower protection to 
contractor employees. 

14. 31 U.S.C. 1352. Limitation on the use of appropriated funds to 
influence certain Federal contracting and financial transactions - 
Prohibits use of funds to influence or attempt to influence 
government officials or members of Congress in connection with the 
award of contracts, grants, loans, or cooperative agreements. 

15. Antikickback Act of 1986,41 U.S.C. 51-58 - Prohibits kickbacks 
in connection with government contracts; provides civil and criminal 
penalties. 

16. Procurement Integrity Act, section 27 of the Office of Federal 
Procurement Policy Act, 41 U.S.C. 423 - Imposes civil, criminal, and 
administrative sanctions agamst individuals who inappropriately 
disclose or obtain source selection information or contractor bid and 
proposal information. 

17. Service Contract Act, 41 U.S.C. 351 et seq ., Walsh Healey Act, 
41 U.S.C. 35-45; Fair Labor Standards Act, 29 U.S.C. 201-219 - 
Provide protections for contractor employees. 

18. Drug-Free workplace Act of ,1988, 41 U.S.C. 701-707 - Applies 
to contracts and grants. 

19. Buy American Act, 41 U.S.C. lOa-d. Applies only in part to 
"other transactions". 
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SECTION 845 

ANNUAL REPORT REQUIREMENTS 


Awarding Activity: Identify the military department or defense 
agency, a point of contact, and a phone number. 

General Description: Provide a general description and discuss the 
objectives of the 845 prototype project, including the technology 
areas for which research is conducted. 

Reasons for Use of 845 Authority: Explain the reason for choosing 
to use 845 authority and address the expected benefits. 

Extent of Cost-sharing, if any: [Section 845 is exempt fi-om the 10 
use 2371(e)(1)(B) requirement for cost-sharing.] 

Technology and Industrial Base Implications: Discuss the extent 
the use of an "other transaction" (i) has contributed to a broadening 
of the technology and industrial base available for meeting DOD 
needs; and (ii) has fostered within the technology and industrial base 
new relationships and practices that support the national security of 
the United States. 

Payments Received and Credited, if any: [10 USC 2371(d) allows 
an "other transaction" to require payment to the Department as a 
condition for receiving support under an "other transaction" and 
permits any such payment to be credited to support accoimts.j 

Lessons Learned: Contrast the actual benefits or drawbacks 
experienced to the expected benefits discussed above, being as 
quantitative as possible, and provide any additional lessons learned. 
This section is not required by statute, but will be used to decide 
whether the Department shovfid pursue extension of the authority 
prior to its expiration in 1999. This section should be updated 
annually and reported for all section 845 prototype projects until the 
prototype project is complete. 
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10 use Sec. 2371 01/05/99 

TITLE 10 - ARMED FORCES 

Subtitle A - General Military Law 

PART TV - SERVICE, SUPPLY, AND PROCUREMENT 

CHAPTER 139 - RESEARCH AND DEVELOPMENT 

Sec. 2371. Research projects; transactions other than contracts and grants 

(a) Additional Forms of Transactions Authorized. - The Secretary of Defense and the 
Secretary of each military department may enter into transactions (other than contracts, 
cooperative agreements, and grants) under the authority of this subsection in carrying out basic, 
applied, and advanced research projects. The authority under this subsection is in addition to the 
authority provided in section 2358 of this title to use contracts, cooperative agreements, and 
grants in carrying out such projects. 

(b) Exercise of Authority by Secretary of Defense. - In any exercise of the authority in 
subsection (a), the Secretary of Defense shall act through the Defense Advanced Research 
Projects Agency or any other element of the Department of Defense that the Secretary may 
designate. 

(c) Advance Payments, - The authority provided under subsection (a) may be exercised 
without regard to section 3 324 of title 3 1 . 

(d) Recovery of Funds. 

( 1 ) A cooperative agreement for performance of basic, applied, or advanced research 
authorized by section 2358 of this title and a transaction authorized by subsection (a) may 
include a clatise that requires a person or other entity to make payments to the Department of 
Defense or any other department or agency of the Federal Government as a condition for 
receiving support under the agreement or other transaction. 

(2) The amount of any payment received by the Federal Government pursuant to a 
requirement imposed under paragraph (1) may be credited, to the extent authorized by the 
Secretary of Defense, to the appropriate account established under subsection (f). Amounts so 
credited shall be merged with other funds in the account and shall be available for the same 
purposes and the same period for which other funds in such account ate available, 

(e) Conditions. - 

(1) The Secretary of Defense shall ensure that - 

(A) to the maximum extent practicable, no cooperative agreement containing a 
clause under subsection (d) and no transaction entered into under subsection (a) provides for 
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research that duplicates research being conducted under existing programs carried out by the 
Department of Defense; and 

(B) to the extent that the Secretary determines practicable, the funds provided by 
the Government under a cooperative agreement containing a clause under subsection (d) or a 
transaction authorized by subsection (a) do not exceed the total amount provided by other parties 
to the cooperative agreement or other transaction. 

(2) A cooperative agreement containing a clause under subsection (d) or a transaction 
authorized by subsection (a) may be used for a research project when the use of a standard 
contract, grant, or cooperative agreement for such project is not feasible or appropriate. 

(f) Support Accounts. - There is hereby established on the books of the Treasury separate 
accounts for each of the military departments and the Defense Advanced Research Projects 
Agency for support of research projects and development projects provided for in cooperative 
agreements containing a clause under subsection (d) and research projects provided for in 
transactions entered into under subsection (a). Funds in those accounts shall be available for the 
payment of such support. 

(g) Regulations. - The Secretary of Defense shall prescribe regulations to carry out this 
section. 

(h) Armual Report. - 

(1) Not later than 90 days after the end of each fiscal year, the Secretary of Defense 
shall submit to the Committee on Armed Services of the Senate and the Committee on National 
Security of the House of Representatives a report on the use by the Department of Defense 
during such fiscal year of - 

(A) cooperative agreements authorized imder section 2358 of this title that contain 
a clause under subsection (d); and 

(B) transactions authorized by subsection (a). 

(2) The report shall include, with respect to the cooperative agreements and other 
transactions covered by the report, the following: 

(A) The technology areas in which research projects were conducted under such 
agreements or other transactions. 

(B) The extent of the cost-sharing among Federal Government and non-Federal 

sources. 

(C) The extent to which the use of the cooperative agreements and other 
transactions - 
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(i) has contributed to a broadening of the technology and industrial base 
available for meeting Department of Defense needs; and 

(ii) has fostered within the technology and industrial base new relationships 
and practices that support the national security of the United States. 

(D) The total amount of payments, if any, that were received by the Federal 
Government during the fiscal year covered by the report pursuant to a clause described in subsec- 
tion (d) that was included in the cooperative agreements and other transactions, and the amount 
of such payments, if any, that were credited to each account established under subsection (f). 

(i) Protection of Certain Information From Disclosure. - (1) Disclosure of 
information described in paragraph (2) is not required, and may not be compelled, under section 
552 of title 5 for five years after the date on which the information is received by the Department 
of Defense. 

(2) (A) Paragraph (1) applies to information described in subparagraph (B) that is in 
the records of the Department of Defense if the information was submitted to the Department in a 
competitive or noncompetitive process having the potential for resulting in an award, to the party 
submitting the information, of a cooperative agreement for performance of basic, applied, or 
advanced research authorized by section 2358 of this title or another transaction authorized by 
subsection (a). 

(B) The information referred to in subparagraph (A) is the following; 

(i) A proposal, proposal abstract, and supporting documents. 

(ii) A business plan submitted on a confidential basis. 

(iii) Technical information submitted on a confidential basis. 

-SOURCE- 

(Added Pub. L. 101-189, div. A, title II, Sec. 251(a)(1), Nov. 29, 1989, 103 Stat. 1403; amended 
Pub.L. 101-510, div. A, title XIV, Sec. 1484(k)(9),Nov. 5, 1990, 104 Stat. 1719; Pub. L. 102- 
190, div. A, title VIII, Sec. 826, Dec. 5, 1991, 105 Stat. 1442; Pub. L. 102-484, div. A, title II, 
Sec. 217, Oct. 23, 1992, 106 Stat. 2352; Pub. L. 103-35, title II, Sec. 201(c)(4), May 31, 1993, 
107 Stat. 98; Pub. L. 103-160, div. A, title VIII, Sec. 827(b), title XI, Sec. 1 182(a)(6), Nov. 30, 
1993, 107 Stat. 1712, 1771; Pub. L. 103-355, title I, Sec. 1301(b), Oct. 13, 1994, 108 Stat. 3285; 
Pub. L. 104-106, div. A, title XV, Sec. 1502(a)(1), Feb. 10, 1996, 1 10 Stat. 502; Pub. L. 104- 
201, div. A, title II, Sec. 267(a)-(c)(l)(A), title X, Sec, 1073(e)(1)(B), Sept. 23, 1996, 1 10 Stat. 
2467, 2468, 2658; Pub. L. 105-85, div. A, title VIII, Sec. 832, Nov. 18, 1997, 1 1 1 Stat. 1842; 
Pub. L. 105-261, div. A, title VIII, Sec. 817, Oct. 17, 1998, 112 Stat. 2089.) 
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AMENDMENTS 

1998 - Subsec. (i)(2)(A). Pub. L. 105-261 substituted "cooperative agreement for 
performance of basic, applied, or advanced research authorized by section 2358 of this title" for 
"cooperative agreement that includes a clause described in subsection (d)". 

1997 - Subsec. (i). Pub. L. 105-85 added subsec. (i). 

1996 - Subsec. (b). Pub. L. 104-201, Sec. 1073(e)(1)(B), inserted "Defense" before 
"Advanced Research Projects Agency". 

Subsec. (e). Pub. L. 104-201, Sec. 267(a), inserted "(1)" before "The Secretary of Defense", 
redesignated former pars. (1) and (2) as subpars. (A) and (B), respectively, inserted "and" after 
semicolon at end of subpar. (A), substituted a period for and" at end of subpar. (B), added par. 
(2), and struck out par. (3) which read as follows: "a cooperative agreement containing a clause 
under subsection (d) or a transaction authorized under subsection (a) is used for a research 
project only when the use of a standard contract, grant, or cooperative agreement for such project 
is not feasible or appropriate." 

Subsec. (f). Pub. L. 104-201, Sec. 1073(eXl)(B), inserted "Defense" before "Advanced 
Research Projects Agency". 

Subsec. (h). Pub. L. 104-201, Sec. 267(b), reenacted heading without change and amended 
text generally. Prior to amendment, text read as follows: "Not later than 60 days after the end of 
each fiscal year, the Secretary of Defense shall submit to the Committee on Armed Services of 
the Senate and the Committee on National Security of the House of Representatives a report on 
all cooperative agreements entered into under section 2358 of this title during such fiscal year 
that contain a clause authorized by subsection (d) and on all transactions entered into under 
subsection (a) during such fiscal year. The report shall contain, with respect to each such 
cooperative agreement and transaction, the following: 

"(1) A general description of the cooperative agreement or other transaction (as the case may 
be), including the technologies for which research is provided for under such agreement or 
transaction. 

"(2) The potential military and, if any, commercial utility of such technologies. 

"(3) The reasons for not using a contract or grant to provide support for such research. 

"(4) The amount of the payments, if any, that were received by the Federal Government 
during the fiscal year covered by the report pursuant to a clause Included in such cooperative 
agreement or other transaction pursuant to subsection (d). 

"(5) The amount of the payments reported under paragraph (4), if any, that were credited to 
each account established under subsection (f)." 
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Pub. L. 104-106 substituted "Committee on Armed Services of the Senate and the Committee 
on National Security of the House of Representatives" for "Committees on Armed Services of the 
Senate and House of Representatives". 

Subsec. (i). Pub. L. 104-201, Sec. 1073(e)(lXB), which directed amendment of subsec. (i) by 
inserting "Defense" before "Advanced Research Projects Agency", could not be executed because 
of the renumbering of subsec. (i) as section 2371a of this title by Pub. L. 1 04-20 1 , Sec. 
267(c)(1)(A). See below. 

Pub. L. 104-201, Sec. 267(c)(1)(A), renumbered subsec. (i) of this section as section 2371a of 
this title. 

1994 - Pub. L. 103-355 amended section generally. Prior to amendment section related to 
cooperative agreements and other transactions for advanced research projects. 

1993 - Subsec. (a). Pub. L. 103-160, Sec. 827(b)(1)(C), substituted "section 2358 of this title" 
for "subsection (a)" in par. (1) and "subsection (d)" for "subsection (e)" in par. (2). 

Pub. L. 103-160, Sec. 827(b)(1)(A), (B), redesignated subsec. (b) as (a) and struck out former 
subsec. (a), as amended by Pub. L. 103-160, Sec. 1182(a)(6), (h), which read as follows: "The 
Secretary of Defense, in carrying out advanced research projects through the Advanced Research 
Projects Agency, and the Secretary of each military department, in carrying out advanced 
research projects, may enter into cooperative agreements and other transactions with any person, 
any agency or instrumentality of the United States, any unit of State or local govermnent, any 
educational institution, and any other entity." 

Pub. L. 103-160, Sec. 1 182(a)(6), substituted "Advanced Research Projects Agency" for 
"Defense Advanced Research Projects Agency". 

Subsec. (b). Pub. L. 103-160, Sec. 827(b)(1)(B), redesignated subsec. (c) as (b). Former 
subsec. (b) redesignated (a). 

Subsec. (c). Pub. L. 103-160, Sec. 827(b)(1)(B), (2)(A), redesignated subsec. (d) as (c) and 
inserted "and development" after "research" in two places in par. (1). Former subsec. (c) 
redesignated (b). 

Subsec. (d). Pub. L. 103-160, Sec. 827(b)(1)(B), (D), (2)(B), redesignated subsec. (e), as 
amended by Pub. L. 103-160, Sec. 1182(a)(6), (h), as (d) and substituted "section 2358 of this 
title" for "subsection (a)" and "research and development" for "advanced research". Former 
subsec. (d) redesignated (c). 

Subsec. (e). Pub. L. 103-160, Sec. 827(b)(1)(B), (E), (2)(B), (C), redesignated subsec. (f) as 
(e), in par. (1) substituted "research and development are" for "advanced research is", in par. (3) 
substituted "research and development" for "advanced research", in par. (4) substituted 
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"subsection (a)" for "subsection (b)", and in par. (5) substituted "subsection (d)" for "subsection 
(e)". Former subsec, (e) redesignated (d). 

Pub. L. 103-160, Sec. 1 182(a)(6), substituted "Advanced Research Projects Agency" for 
"Defense Advanced Research Projects Agency". 

Subsec. (f). Pub. L. 103-160, Sec. 827(b)(1)(B), redesignated subsec. (g), as amended by 
Pub. L. 103-160, Sec. 1182(a)(6), (h), as (f). Former subsec. (f) redesignated (e). 

Subsec. (g). Pub. L. 103-160, Sec. 827(b)(1)(B), redesignated subsec. (g), as amended by 
Pub. L. 103-160, Sec. 1182(a)(6), (h), as (f). 

Pub. L. 1 03- 1 60, Sec. 11 82(a)(6), substituted "Advanced Research Projects Agency" for 
"Defense Advanced Research Projects Agency". 

Pub. L. 103-35 substituted "granted by section 12" for "granted by section 11" and 
"provisions of sections 1 1 and 12" for "provisions of sections 10 and 11". 

1992 - Subsec. (g). Pub. L. 102-484 added subsec. (g). 

1991 - Subsec. (a). Pub. L. 102-190, Sec. 826(a), inserted "and the Secretary of each military 
department, in carrying out advanced research projects,". 

Subsec. (b)(1). Pub. L. 102-190, Sec. 826(b)(1)(A), stmck out "by the Secretary" after 
"transactions entered into". 

Subsec, (b)(2). Pub. L. 102-190, Sec. 826(b)(1)(B), substituted "to the appropriate account" 
for "to the account". 

Subsec. (d). Pub. L. 102-190, Sec. 826(b)(2), substituted "The Secretary of Defense" for "The 
Secretary" in introductory provisions. 

Subsec. (e). Pub. L. 102-190, Sec. 826(b)(3), substituted "separate accounts for each of the 
military departments and the Defense Advanced Research Projects Agency” for "an account" and 
"those accounts" for "such account". 

Subsec. (f)(5). Pub. L. 102-190, Sec. 826(b)(4), substituted "each account" for "the account". 

Subsec. (g). Pub. L. 102-190, Sec. 826(c), struck out subsec. (g) which read as follows: "The 
authority of the Secretary to enter into cooperative agreements and other transactions under this 
section expires at the close of September 30, 1991." 

1990 - Subsec. (f). Pub. L. 101-510 substituted "Committees on" for "Committees of in 
introductory provisions. 
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CHANGE OF NAME 

Committee on National Security of House of Representatives changed to Committee on 
Armed Services of House of Representatives by House Resolution No. 5, One Hundred Sixth 
Congress, Jan. 6, 1999. 


EFFECTIVE DATE OF 1994 AMENDMENT 

For effective date and applicability of amendment by Pub. L. 103-355, see section 10001 of 
Pub. L. 103-355, set out as a note under section 251 of Title 41, Public Contracts. 

AUTHORITY OF DEFENSE ADVANCED RESEARCH PROJECTS AGENCY TO 
CARRY OUT CERTAIN PROTOTYPE PROJECTS 

Section 845 of Pub. L. 103-160, as amended by Pub. L. 104-201, div. A, title VIII, Sec. 804, 
title X, Sec. 1073(e)(1)(D), (2)(A), Sept. 23, 1996, 1 10 Stat. 2605, 2658; Pub. L. 105-261, div. 
A, title II, Sec. 241, Oct. 17, 1998, 1 12 Stat. 1954, provided that: 

"(a) Authority. - The Director of the Defense Advanced Research Projects Agency, the 
Secretary of a military department, or any other official designated by the Secretary of Defense 
may, under the authority of section 2371 of title 10, United States Code, carry out prototype 
projects that are directly relevant to weapons or weapon systems proposed to be acquired or 
developed by the Department of Defense. 

"(b) Exercise of Authority. - 

“(1) Subsections (e)(2) and (e)(3) of such section 2371 shall not apply to projects 
carried out under subsection (a). 

"(2) To the maximum extent practicable, competitive procedures shall be used 
when entering into agreements to carry out projects under subsection (a). 

"(c) Period of Authority. - The authority to carry out projects under subsection (a) shall 
terminate at the end of September 30, 2001 ." 

SECTION REFERRED TO IN OTHER SECTIONS 

This section is referred to in sections 2358, 2511, 2519 of this title. 


Downloaded from: http://uscode.house.gov/usc.htm 
<accessed 10/26/99> 
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Senator McCain. Senator Lieberman. 

STATEMENT OF SENATOR JOSEPH I. LIEBERMAN 

Senator Lieberman. Thank you, Mr. Chairman. It has been my 
honor to be either the chairman or ranking member of this Airland 
Subcommittee now for the past 6 years, more often, unfortunately, 
the ranking member, but that is a longer story that we can get to 
at another time. 

Needless to say, the Senator from Arizona is one of my dearest 
friends and closest colleagues in the Senate, and I am thrilled that 
he has assumed the chairmanship of this subcommittee and look 
forward to working with him on the problems and challenges facing 
the Army and the Air Force. I am sure he will bring to this task 
his normal clear sense of national interest, his demanding intellect, 
and his truly terrible sense of humor. [Laughter.] 

The Army, followed closely by the Marine Corps, is clearly pull- 
ing the heaviest load among the Services in the operations that we 
are involved in now in Iraq and Afghanistan. 

Prior to September 11, 2001, in some ways the Army might have 
been described as the Rodney Dangerfield among its peer Services, 
not getting quite the respect or the sense of priority that it de- 
served. Well, what a difference 3 years makes. 

The Army has been, in my opinion, severely underfunded and 
struggling to maintain its two major modernization programs, the 
Comanche and the FCSs. In doing so, as it struggled, it terminated 
well over 100 programs, including the Crusader artillery system. 
The current force was, in many ways, neglected in an attempt to 
keep its transformation to the future force on track. 

After September 11, it was clear that the strategic pause the 
Army was depending on to effect its transformation no longer ex- 
isted. The Army is now heavily engaged in combat operations at 
the same time it is transforming, reorganizing, and increasing the 
capability of its current force. There is now more of a balance be- 
tween the current and future forces than had been the case prior 
to September 11. 

However, to a great extent, the Army is still being forced to pay 
for its transformation out of its own hide. The Army canceled the 
Comanche to pay for urgent requirements in the rest of its aviation 
battlefield operating system and it has delayed the FCS program 
to pay for improvements in the current force. 

The Army is obviously very busy, engaging in combat operations 
in Iraq and Afghanistan, resetting the force as units rotate out of 
the combat zones and prepare for redeployment in as little as a 
year’s time, reorganizing the ground force into modular brigade 
combat teams and the aviation force into multi-functional aviation 
brigades, and pursuing programs to field the FCS and to spiral 
promising technologies from the future force program to the cur- 
rent force after testing and experimentation by a soon-to-be-created 
experimental unit. That is a lot happening at once. 

We as a subcommittee must thoroughly understand the Army’s 
vision for the first half of this new century, what missions across 
the spectrum of conflict the Army expects to get, how the Army in- 
tends to fight, and how it intends to organize and equip itself for 
that fight, and particularly to understand what the Army will look 
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like in size and organization at the completion of its conversion to 
a modular brigade combat team system and at the completion of 
its transition to the future force. 

It is our responsibility to ensure that the Army has the right 
number of personnel and the right kind of equipment and enough 
of it to prevail in its missions, and of course, adequate resources 
to effect those transformations while conducting ongoing combat 
operations. This is a very tall order and a very large challenge. 

I begin this process and the series of hearings that Senator 
McCain will chair and I will be privileged to participate in, with 
a belief that our Army needs to be bigger and the recipient of con- 
siderably more resources, to meet the challenges our Nation is giv- 
ing it. 

Mr. Chairman, thanks for your leadership and I look forward to 
working with you to make our Army and Air Force even better 
than the best they are today. Thank you. 

Senator McCain. Thank you very much. Senator Lieberman. 

Secretary Bolton, welcome and please proceed. 

Mr. Bolton. With the chairman’s indulgence, in order to set the 
stage, I would like to have the Vice Chief of Staff of the Army, Gen- 
eral Cody lead off and set the stage and then I will follow. 

Senator McCain. That will be fine. General Cody. 

STATEMENT OF GEN RICHARD A. CODY, USA, VICE CHIEF OF 
STAFF, UNITED STATES ARMY 

General Cody. Thank you. Secretary Bolton. 

Chairman McCain, Senator Lieberman, the Army has submitted 
written testimony and we request for the record that you accept it. 
I have a slight recap of that testimony. 

First, I would like to express our appreciation for the opportunity 
to appear before you to discuss your Army’s transformation and 
particularly the modular Army and the FCS Army. Because of the 
complexity of these subjects, I have brought some charts that I may 
ask your permission to reference as we proceed in your questions. 
We have also provided paper copies of those charts. 

Sir, I have two of your soldiers here with me today: 1st Lieuten- 
ant Rob McChrystal and Staff Sergeant Benjamin Manner, both 
from our Stryker brigade, 5th Battalion, 20th Infantry. They just 
returned from Iraq. During their tour, their unit conducted a 2-day, 
270-mile movement from Mosul to An Najaf to fight the Mahdi 
Army, involving enemy engagements and navigating around blown 
bridges and fighting the terrorists. This effort highlights the in- 
creased maneuverability, combat effectiveness, and combat situa- 
tional awareness that our Stryker Brigade Combat Team has but 
also gives us a glimpse to where we want to go with the modular 
Army and the FCS. 

Senator McCain. Welcome to both of you and thank you for your 
service. 

General Cody. Both of these soldiers have been decorated for 
their actions during the successful recovery of a downed Kiowa hel- 
icopter where they saved two of the pilots in a fierce fire fight. 

Lieutenant McChrystal was decorated for his actions during am- 
bushes elsewhere in Iraq. 
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Staff Sergeant Manner also was the staff sergeant that did about 
8,000 worth of truck convoys where he only lost 4 trucks during his 
tour. He was also awarded the Purple Heart when his Stryker ve- 
hicle was hit by a roadside daisy chain bomb where five of his 
other Stryker fellows were also wounded. They all survived that 
improvised explosive device (lED) because of the advanced surviv- 
ability of the Stryker. 

Your Stryker units have exhibited superior performance and 
operational capabilities to meet the combatant commanders’ re- 
quirements in Iraq and successfully fight the fight. Again, as I 
said, they give us an insight, especially with their embedded battle 
command systems, of where we want to go with our PCS. 

The Nation expects this Army to operate over the full spectrum 
of conflict and the Army, with your assistance, is doing so now and 
looks forward to be able to do it with the PCS. The Army 
modularity that we are going to brief you on today helps us set up 
moving toward the PCS. 

Change anytime while a nation is fighting a war requires dealing 
concurrently with both the current force and the future force capa- 
bility gaps. The Army Modular Porce addresses the immediate, ur- 
gent current force capability gaps using organizational changes and 
systems and technologies available immediately off the shelf to 
reset the force but also meet the combatant commanders’ require- 
ments. The Army Modular Porce reflects a continuing cycle of inno- 
vation, experimentation, experience, and change. Development of 
our Stryker Brigade Combat Team informed the PCS-equipped 
Unit of Action organizational design that we are working, which in 
turn really underpin the modular Brigade Combat Team organiza- 
tional designs that we are moving to. 

The Army Modular Porce, taken together with the PCS-based 
Brigade Combat Team, will give the combatant commanders of the 
future a required versatile set of responsive capabilities for the fu- 
ture battlefield where we want to see first, understand first, act 
first, and then win decisively. The Army Modular Porce will have 
relevancy in the foreseeable future, but severe anti-access environ- 
ments and daunting anti-armor systems will pose a future force ca- 
pability gap unless we take action now. The PCS will address those 
future force gaps. 

The Army is applying lessons learned from today’s fight, like Ser- 
geant Manner and Lieutenant McChrystal, to help us reshape our 
future force programs, even if that means adjusting some of the di- 
rections and timing of those systems. This strategy really under- 
pins our efforts of accelerating the PCS technology to the entire 
force by spiraling out selected PCS capabilities such as our un- 
manned guided vehicles, sensors, unattended munitions, and ele- 
ments of the battle command network. 

The Army Modular Porce will also set several conditions for the 
PCS’ success involving our doctrinal, organizational, training, and 
leader development. As we continue to build the modular force and 
spiral in our PCS capabilities, our PCS and non-PCS units will be 
able to fight together through an integrated, compatible command 
and control system, thus our emphasis up front of spiraling into 
battle command systems. 
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I thank the members of this committee for their continued out- 
standing support to all of the men and women in uniform who 
make up your great Army. As the Army moves forward, the soldier 
will continue to remain the centerpiece of our combat systems and 
formation and is really the indispensable part of the joint team. 
They are adaptive, they are competent, and infused with the Army 
values and warrior culture that fight wars and win the peace. We 
appreciate your wisdom, your guidance, and strong support as we 
work to ensure that we have what they need to successfully accom- 
plish their missions and return home safely today and tomorrow. 
Sir, I look forward to your questions. 

[The joint prepared statement of General Cody and Mr. Bolton 
follows:] 

Joint Prepared Statement by GEN Richard A. Cody, USA, and Hon. Claude 

M. Bolton, Jr. 

Chairman McCain, Senator Lieberman, and distinguished members of the Senate 
Armed Services Committee, I would like to express our appreciation at the oppor- 
tunity to appear before you to discuss your Army’s Transformation, in particular the 
Army Modular Force and the Future Combat Systems (FCS). I thank the members 
of the committee for their continued, outstanding support to the men and women 
in uniform who make up our great Army. Your concern, resolute action, and deep 
commitment to America’s sons and daughters are widely recognized throughout the 
ranks of our Service. 

Our Army is the dominant land campaign force for our combatant commanders 
in fighting the global war on terror, transforming to meet present and future 
threats, resetting to sustain a high operational tempo, and leading the most radical 
change of its institutional and training base since World War II. 

Today, our All-Volunteer Army, with 650,000 soldiers on Active-Duty, is providing 
forces and capabilities for Operation Iraqi Freedom, Operation Enduring Freedom, 
and other global requirements beyond global war on terror. The Army continues to 
deter aggression and keep peace on the Korean Peninsula, the Sinai Peninsula, the 
Horn of Africa, Kosovo, Bosnia, and elsewhere around the world. Army soldiers are 
supporting homeland security and providing military support to civil authorities for 
many different missions within the United States. In addition, the Army supports 
numerous humanitarian assistance missions and supports organizations such as 
Joint Task Force Bravo in Central America in its effort to counter illicit narcotics 
trafficking. 

As the Army fights the global war on terror and meets other global commitments, 
it remains committed to transforming. We are moving forward while focused on two 
core competencies: (1) training and equipping soldiers and growing leaders; and (2) 
providing relevant and ready land power to combatant commanders as part of the 
joint team. 

The Army developed the Army Campaign Plan (ACP) to synchronize the training, 
providing, transforming and resetting of forces to both sustain the current oper- 
ations tempo and be relevant to future threats. Also, the ACP monitors the overhaul 
of our training base and institutional Army. The ACP’s objective is to continue our 
transformation toward increasing joint interdependent capability, furthering our ex- 
peditionary qualities, and providing the Nation with a campaign quality force. 

One of the primary objectives of Army Transformation is restructuring from a di- 
vision-based to a brigade-based force. These brigades are designed as modules or 
self-sufficient and standardized brigade combat teams, that can be more readily de- 
ployed and combined with other Army and Joint Forces to meet the precise needs 
of combatant commanders. The results of this transformational initiative will be an 
operational Army that is larger and more powerful, flexible, and deployable. 

This program, which we call modularity, will increase the combat power of the 
active component by 30 percent, as well as the size of the Army’s overall pool of 
available forces by over 50 percent. The total number of combat brigades will in- 
crease with 10 active brigades (three-and-a-third divisions in our old terms) being 
added by the end of 2006. Our goal for this larger pool of available forces is to en- 
able the Army to generate forces in a rotational manner that will support 2 years 
at home following each deployed year for Active Forces, 4 years at home following 
each deployed year for the Army Reserve and 5 years at home following each de- 
ployed year for National Guard Forces. During units’ operational cycles, soldiers can 
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expect to complete an operational deployment rotation between 6 to 12 months. We 
will only reduce the amount of time units stay on home station if we have no other 
options in supporting the National Security Strategy. Implementing this program 
will provide more time to train, predictable deployment schedules, and the contin- 
uous supply of land power required by the combatant commanders and civil authori- 
ties. 

To efficiently modularize the force, the ACP will leverage our current efforts to 
reset units redeploying from combat. Reset requires intensive resource allocation, 
repair, and overhaul of our ground equipment and aircraft, and prioritization and 
streamlining of our facilities and personnel to support these efforts. The Army will 
reset redeploying units into their new modular configurations in a manner in which 
a unit’s component is completely transparent. 

The active component’s 3rd Infantry Division and the New York National Guard’s 
42nd Infantry Division Headquarters are providing the Army’s first test of our mod- 
ular concept. Today in Iraq, two modular brigades of the 3rd Infantry Division are 
serving under the 42nd Division along with two National Guard brigades, one from 
Tennessee and one from Idaho. Likewise in Iraq, one National Guard brigade from 
Louisiana currently serves as part of the 3rd Infantry Division. When all units rede- 
ploy, the National Guard brigades will be set into a standard modular configuration 
in the same manner as active component brigades. 

As the Army continues to transform more of its units into this new configuration, 
all components will increasingly realize the efficiencies and benefits of modularity. 
Beyond the primary purpose of providing more lethal and agile units, our modular 
design facilitates a more streamlined logistical support structure across the Army. 
This characteristic of modularity will particularly benefit the Army Reserve, as it 
processes the bulk of the Army’s theater-level support. This is because our Combat 
Support and Combat Service Support units, instead of collectively having to support 
nine different types of brigade configurations, will only have to support three dif- 
ferent types of brigade configurations once the force is transformed. 

The force, above the brigade-level, will be supported by similarly modular sup- 
porting brigades such as Multi Functional Aviation Brigades. By design, these bri- 
gades will possess the bulk of the Army’s aviation combat power and comprise at- 
tack, reconnaissance, assault, and general support capabilities. This design effi- 
ciently provides tailored aviation formations to effectively meet the combat brigade’s 
requirements. Additional above brigade-level modular supporting brigades will pro- 
vide fires, logistics, and other support. 

Modularity also allows our above brigade headquarters structure to become far 
more versatile and efficient as we eliminate an entire echelon of command — moving 
from three to two levels. Concurrently, the Army Reserve, Expeditionary Force 
packages are being structurally tailored to rapidly deploy in support of modular 
combat formations. Similar innovations will occur in the logistics and intelligence 
organizations that support our forces and other Services. 

FCS is the core of our Future Force’s combat brigade, consisting of 18 systems, 
plus the continued expansion of the network and capabilities to the soldier — all de- 
signed to function as a single, integrated system. FCS is the Army’s primary mate- 
riel program for achieving future force capabilities. It will integrate existing sys- 
tems, systems already under development, and systems to be developed. Fielding 
FCS is essential to providing the kind of lethal, agile forces required for full spec- 
trum operations in the future. FCS will connect units through enhancements to the 
current and evolving network architecture that leverages inter-Service capabilities 
and provides greater situational awareness. This, in turn, leads to synchronized op- 
erations heretofore unachievable. 

In May 2003, FCS moved on schedule into the Systems Development and Dem- 
onstration phase. In July 2004, the Army identified and announced FCS Program 
adjustments that strengthened the FCS Program and improved the Current Force 
through early delivery, or spiral insertion, of selected FCS capabilities. The adjust- 
ments maintain the Army focus on FCS-equipped brigade development. 

The FCS program continues Department of Defense program reviews with a Mile- 
stone B update in May 2005 and a System Functional Review in August 2005. FCS 
Milestone C decision (to begin initial production) is in 2012. This will lead to an Ini- 
tial Operational Capability in 2014 and a Full Operational Capability FCS-equipped 
Brigade Combat Team in 2016. 

The FCS approach to evolutionary acquisition includes iterative insertion of tech- 
nology into FCS during the life cycle of the program. As a minimum, required 
threshold capability will be achieved by the initial production of FCS-equipped units 
in 2014. The FCS embraces evolutionary acquisition through iterative development 
for FCS components and systems that will be adequately mature to produce as spi- 
ral insertions to the Current Force. 
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The evolutionary development approach to the PCS program acquisition strategy 
falls into four primary categories: first, the priority of development will be on the 
network, unattended munitions, unmanned systems, and finally manned ground ve- 
hicles (MGV). Consequently, MGV development will be extended. Non-line of sight 
cannon (NLOS-C) will lead MGV development and deliver prototype NLOS-C sys- 
tems in 2008 with pre-production systems starting in 2010. Second, all core deferred 
FCS systems will now be funded and fielded with the first equipped brigade, allow- 
ing FCS-equipped brigade combat team fielding to begin in 2014. Third, more robust 
assessment, experimentation, and evaluation are included in the program to prove 
revolutionary concepts, mature the architecture and components, and assist in tech- 
nology development. Finally, a series of Spiral-Out packages of technology insertion, 
beginning in 2008 will successively insert FCS capabilities into an Evaluation Bri- 
gade Combat Team (E-BCT) for test, evaluation, and experimentation. Validated 
Spiral Out systems will be fielded to Current Force modular combat brigades for in- 
tegration onto host platforms, i.e., Stryker, Heavy, and Infantry. The FCS program 
will spiral installments of FCS Battle Command capability to the Current Force be- 
ginning in fiscal year 2009 with the fielding of the Joint Tactical Radio System 
(JTRS) and Warfighter Information Network — Tactical (WIN-T), envisioned as the 
backbone of the Future Force network. The recent restructuring of the JTRS Cluster 
1 program resulted in the need to re-synchronize this effort. The Program Manager 
for unit of action has implemented plans that include pre-Engineering Development 
Models (EDMs) as well as surrogate systems in early integration and experiment 
efforts. By 2014, the network complementary programs will be synchronized to sup- 
port the replacement of Army Battle Command and Control Systems with an inte- 
grated FCS Battle Command system that provides on the move capability down to 
the platoon level. 

Risk associated with the maturation of technologies contributed to the Army’s de- 
cision to restructure the FCS program and extend it by 4 years. The restructured 
plan significantly reduces risk through both the spiral plan and the increased devel- 
opment time between Milestone B and Milestone C. The program has accepted the 
advice of several review panels that suggested that FCS mature and field tech- 
nologies over time to the forces. FCS remains at the heart of the Army’s strategy 
to mitigate risk using the Current to Future Force construct. At the same time, the 
Army is accelerating selected technologies to reduce operational risk by improving 
the Current Force’s survivability, intelligence, surveillance and reconnaissance, and 
joint interdependence. Just as emerging FCS capabilities enhance the Current 
Force, the Current Force’s operational experience informs the FCS program, further 
mitigating future challenges and risk. 

To execute spiral insertions of FCS technology to the Current Force, the Army 
will lead overall program management and development efforts while using the 
Lead Systems Integrator (LSI) to assist the Army in managing the system of sys- 
tems integration. The LSI is the program integrator from industry partnered with 
the Army. The LSI is responsible for providing direct support to the Army in re- 
quirements development and analysis, and operational, systems, and technical ar- 
chitectures development. In order to solicit participation in the bidding process by 
the best of industry, no company was excluded from competition for the systems and 
subsystems contracts. To address the LSI’s ability to operate in a dual role as both 
integrator and contractor, it was recognized that a potential conflict of interest 
might arise from a company acting as both the LSI and a potential bidder. The 
Army is ensuring stringent oversight and has built appropriate firewalls as re- 
viewed and certified by the Institute for Defense Analysis. 

The Army’s commitment to the future is certain. We will continue to provide our 
Nation, the President, the Secretary of Defense, and the combatant commanders 
with a unique set of core competencies and capabilities. We remain dedicated to 
training and equipping our soldiers and growing leaders. We will continue to deliver 
relevant and ready land power to the combatant commanders and the Joint Force. 

Our soldiers continue to perform magnificently around the globe. Simultaneously 
executing the global war on terror, implementing our modularity and trans- 
formation initiatives, and setting the force will be a challenge. However, it is also 
an opportunity to reshape ourselves for the future that we cannot pass up. As we 
move forward, the soldier remains the centerpiece of our combat systems and forma- 
tions and is indispensable to the joint team. Adaptive, confident, and competent sol- 
diers, infused with the Army’s values and warrior culture, fight wars and win the 
peace. 

American soldiers display unrelenting tenacity, steadfast purpose, quiet con- 
fidence, and selfless heroism. We appreciate your wisdom, guidance, and strong sup- 
port as we work to ensure that they have what they need to successfully accomplish 
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their missions and return home safely — not only today’s force but tomorrow’s force 
as well. 

Senator McCain. Thank you very much, General. 

Secretary Bolton. 

STATEMENT OF HON. CLAUDE M. BOLTON, JR., ASSISTANT 

SECRETARY OF THE ARMY FOR ACQUISITION, LOGISTICS, 

AND TECHNOLOGY 

Mr. Bolton. Mr. Chairman and Senator Lieberman and other 
distinguished members of the subcommittee who may join us, I too 
want to thank you for this opportunity to discuss the authorization 
request for 2006 and the Army transformation. I too want to foot- 
stomp what General Cody has just mentioned, and that is your 
wisdom, your guidance, and your steadfast support that we have 
enjoyed over these many years. 

General Cody spoke about our efforts to reorganize the Army 
from a division-centric organization to one where brigades are the 
best basic fighting units. As he mentioned, the 3rd Infantry Divi- 
sion (ID) is now back in Iraq as a restructured modular force. Each 
brigade is now a self-sustaining Brigade Combat Team that can op- 
erate outside the full division. 

Now, my job was to equip those brigades with everything from 
increased intelligence, surveillance, reconnaissance, to increased 
battle command for the Force 21 battle command brigade and 
below, or as we call it, the FBCB2, the joint network node, the tac- 
tical operations center to maneuver and support, in other words, 
trucks. That has been done, and now we are about to see how well 
that will work in the 3rd ID. 

I had the great opportunity to meet with the 3rd ID within 48 
hours of their deployment to talk to the commander, and to look 
him in the eye and ask if there was anything else that we needed 
to do in terms of my part of this, and that is to make sure he had 
all the supplies. He said he had everything that he needed. The 
troops were trained and they were ready to go. I said we will be 
watching very closely to see what, if anything, we needed to pro- 
vide over the next year to increase their capabilities. 

Now let me turn to the Army’s Future Combat Systems, also 
known as the FCS, the Army’s primary materiel program for our 
future force combat brigades. 

FCS will provide our future force with unprecedented military 
capability, rapid deployability, lethality, survivability, well into the 
21st century. The FCS will be a network systems of systems, 18 
systems plus the continued expansion of the network all centered 
around the soldier. With such a complex undertaking, it is impor- 
tant for us to understand the requirements, resources, which of 
course you provide, and integrated processes, which is why in order 
to succeed we need the right people from the Government and the 
right people from industry working as a team to make this work. 

We have a lead systems integrator, or LSI, to assist the Army 
in managing this system of systems integration. All 18 separate 
systems and the network, as I said before, are centered on the sol- 
dier. In order to meet the time and funding constraints, we require 
not only an LSI but also a team approach overall. 
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When the Defense Advanced Research Projects Agency (DARPA) 
served as the lead to develop and define an PCS design concept, 
they used the OTA to effectively accomplish this task, build the 
FCS team, and protect the public interests. Currently in the sys- 
tem design and development, or SDD, phase production OTA al- 
lows us to attract the best and brightest of our Nation’s industry 
and their subcontractors in this endeavor. 

Now, to measure the value and appropriateness of the LSI and 
OTA, which is done on a regular basis, we use the earned value 
management system, which basically tells me that the LSI is track- 
ing the program to costs, schedule, and performance as planned at 
the beginning of this agreement or contract. 

After nearly 22 months on the OTA, the Future Combat System 
today is on schedule, on cost, and on performance. 

Senator McCain. May I interrupt, Mr. Secretary? 

Mr. Bolton. Yes. 

Senator McCain. Then that Bloomberg News report is incorrect. 

Mr. Bolton. As far as I am concerned, it is. It talked about the 
total program, and we can get into that, obviously, in great detail, 
how we have changed the program over the last several months to 
allow this technology that we are developing for the FCS to get into 
the current force quicker rather than waiting for a full-up unit 
sometime out in the future. 

It was the desire of this Chief of Staff, General Peter 
Schoomaker, that rather than waiting, we needed to put technology 
in the current force as quickly as possible. We have been doing that 
over the last 3 years. The blue force tracking that I just mentioned, 
the FBCB2, the improvements to connectivity on the battlefield are 
all things that we have taken from the current technology base and 
put into that force. He wanted to see the same thing from this 
FCS. 

So we have taken four spirals out, the first one to start in 2008. 
We have costed that out. We have stretched out the basic program 
and added back things that we took out last year, whether that is 
unmanned aerial vehicles (UAV), also putting back two auxiliary 
power units (APS), on each one of the vehicles and so forth. 

That has increased the costs, and it has taken more time in 
terms of the basic program. However, the technology will be going 
to the current force a lot faster. 

So the Bloomberg report is correct in that we stretched the pro- 
gram. It is also correct that we have increased the costs, and that 
is allowing us to put it into the field quicker and to put back things 
that allow the FCS, when it is finally deployed, to fight better. I 
can go into that, sir, at greater detail. If I may just finish up these 
comments, sir. 

But as I said, we are on schedule and that is the schedule in the 
agreement. There are a lot of schedules floating around, but what 
is on contract we are holding pretty fast to that. 

Senator McCain. In all due respect, Mr. Secretary, we do not 
want a lot of schedules floating around. 

Mr. Bolton. You are absolutely right. 

Senator McCain. We need one that we can plan with. 
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Mr. Bolton. Yes, sir. We will hit this later on. I cannot tell you 
how many times I have spent over the last 30 years trying to track 
down who has what schedule and where it came from. 

The earned value management system that I talked to earlier is 
what I use to measure this contractor, and in fact, all the contrac- 
tors because it goes through all the subcontractors. What I put on 
that agreement tells me how long it is supposed to take, how much 
money it is supposed to take, and that is what I track people to. 

Senator McCain. That is what we would like to have too, Mr. 
Secretary. 

Mr. Bolton. As a matter of fact, I come up here about once a 
quarter to talk to the four staffs that we do business with, and we 
bring that earned value data in. That is ground truth. That is what 
the taxpayers pay, not someone else’s schedule. If we get all balled 
up with all these other things, which are great for planning — and 
we do that all the time and people get confused, and in the past 
we have made some rather expensive mistakes. 

We have also looked outside the Department of Defense, obvi- 
ously, outside the Army, on a regular basis, for me about every 6 
months, about the concept of the LSI and the OTA, as well as other 
aspects of the program. Those outside independent reviews have 
further validated the appropriateness of the LSI and the OTA. By 
the way, I am getting ready to go out on my next 6-month. We will 
identify a completely different, independent source and take an- 
other look at the LSI, the OTA, and some other things that I would 
like to take a look on this. 

The bottom line is that we need to acquire the best capabilities 
that we can afford within time constraints given to us by the 
warfighter. I believe that the LSI and the OTA are both vitally im- 
portant to the success of this program. I will continue to challenge 
the management tools, as we continue to look for better ways to get 
to the warfighter what they need, when they need it, and where 
they need it, better, faster, and cheaper. 

Sir, that concludes my opening comments. Again, I want to 
thank this committee for its continuing wisdom, guidance, and sup- 
port, and I too look forward to your questions. 

Senator McCain. Thank you very much. 

Senator Inhofe could not be here today because the Environment 
and Public Works Committee is marking up the highway bill. He 
has asked his statement be entered in the record. If there is no ob- 
jection, so ordered. 

[The prepared statement of Senator Inhofe follows:] 

Prepared Statement by Senator James M. Inhofe 

I remember, General Shinseki sat where you currently are seated in March 2000 
and stated the following about Army Transformation: 

“This is the most significant effort to change the Army in 100 years. Our 
aim is not a single platform swap out, but a systemic change and full inte- 
gration of multidimensional capabilities — space, air, sea, and land. Not 
since the beginning of the last century has such a comprehensive trans- 
formation been attempted. Then, the new weaponry — aircraft, machine 
guns, rapid-fire artillery, motorized vehicles — were all being developed and 
tested in relative isolation. The Army is building support for this Trans- 
formation. We have heen talking to the defense industry. We know that this 
Vision entails risk, but it promises great reward for our national security. 

We need to continue our long tradition of partnership between the Army 
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and Industry. . .For years, Members of Congress have counseled the Army 
to change — we’re changing. Now, we need your help, but more than that we 
need your ideas, your criticism, your energy, and your enthusiasm. We need 
your approval and fiscal support.” 

We, Congress, gave him our approval and fiscal support. I believe Senators 
Santorum and Lieherman were strong advocates for the program when they each 
chaired this subcommittee. With our help the Army moved forward and began to 
change. I recall having private discussions with General Shinseki referencing the 
Army’s role in Bosnia and the problems with TF Hawk. The talk around town back 
then was the Army’s challenge to remain relevant. The Army needed to “think out 
of the box.” Not just organizationally, but also in terms of the acquisition process. 
Here we are today more than 4 years later. Now let me ask my distinguished col- 
leagues around this table who have been to Iraq and Afghanistan: is there any 
doubt how relevant our Army is today? On behalf of a grateful Nation, how fortu- 
nate we are that the Army embarked on this transformation. If the call to “think 
out of the box” would not have been sent out at the beginning of this decade, we 
would NOT have the Stryker, which is performing so well in Iraq, and FCS would 
still be bogged down in protests. More importantly we would be denying a capability 
to our brave soldiers. In the final analysis, that’s what we are talking about, putting 
capability into the hands of our soldiers, sooner rather than later. FCS is not about 
18 plus systems; it’s about capability. 

I don’t know what path this committee is going down regarding what “t’s” were 
crossed and which “I’s” were dotted in terms of the contracting method the Army 
used to jump start its transformation. I for one will be watching very closely to en- 
sure whatever this committee does do, it does not deny capabilities that our soldiers 
need today and in the future. 

Senator McCain. Senator Lieberman, I know that you may have 
to leave, so why do you not lead off with your questions. 

Senator Lieberman. I think I am all right. You go ahead. 

Senator McCain. No, go ahead. 

Senator Lieberman. Thank you, Mr. Chairman. 

Thanks, Secretary and General. I want to talk to you, first, about 
the first generation force size and organizational structure. I know 
that the Army analysis and gaming have identified a need for up 
to 20 Brigade Combat Teams to be deployed at any one time as a 
steady state requirement, plus an ability to surge to 40 to 43 to ef- 
fectively support the 2004 national defense strategy and national 
military strategy. 

I note that the recent force level committed to Iraq is 20 bri- 
gades. I am just curious whether that is a coincidence that the 
numbers worked out that way or did something else happen. 

General Cody. No, sir, it is not a coincidence. In fact, it was done 
separately. I think you know that in the Center of Army Analysis, 
in concert with the Joint Staff, we run several operational avail- 
abilities studies to take a look at the national military strategy. I 
think you know it is a 1-4-2-1: 1 being homeland defense; 4 being 
four critical areas of engagement; 2 being swiftly defeat the efforts 
of which one of them becomes a win-decisive. When you lay all that 
down and take a look at the contemporary operating environment, 
we looked at what will it take on any given day to have ready for 
deployment for this Nation — how many Brigade Combat Teams ac- 
tive and National Guard based upon a rotational basis. 

The reason why we did that is because when they did the force 
sizing constructs on the old Quadrennial Defense Review (QDR) 
back in 2001 or so, no one took into account that if you go to a 
swiftly defeat like Iraq and it becomes rotational, you do not have 
the base and the accessibility to be able to sustain it. We are now 
in the third year of Afghanistan and Iraq. Yet the force sizing con- 
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struct that drove the Army to 10 divisions, and then sometimes 
there were discussions of 8 divisions, left us with this structure. 

That is why we are growing to 43 active brigades, as well as tak- 
ing all the National Guard brigades and making them the same as 
the active brigades, and then moving into this force generation 
model that deals with the accessibility of the National Guard bri- 
gades in concert with the accessibility on any given day of the ac- 
tive component. 

That is what that had to do with. The 20 just happened to cor- 
respond to the 19-some-odd brigades that are now in Iraq, but it 
was done separately. 

Senator Lieberman. I appreciate the answer. 

So is it fair to say that you would say that the Army plan for 
size and structure of the force is appropriate for the types of oper- 
ations it has been performing and may be called on to perform in 
the near term? 

General Cody. Yes, sir. If I could show one chart, I think it 
would be kind of interesting. I will go right to this. You all have 
the chart. 

What we did is we looked back at where the Army had been. I 
do not want to belabor this, but this is the spectrum of conflict. 
This is high-end conflict. You see Korea, Vietnam, Just Cause, Gre- 
nada. This is down here in the domestic support/disaster relief. In 
the 1950’s and 1989 before the wall came down and during the 
Cold War, we deployed an Army. It had 40 divisions during Viet- 
nam, 28 divisions before the wall came down. We deployed that 
Army across this spectrum about 10 times. It was sized for this. 
It was sized for the plains of Europe. It was sized for the fights in 
the Sinyang Gap in North Korea, as well as our experience in Viet- 
nam. 

If you take a look at what happened to the Army after the wall 
came down, we went to 10 divisions active, 8 divisions National 
Guard, 44 percent reduction in force across the three components. 
But here is where we have been since the wall came down in 1989, 
43 deployments and counting, but you take a look, it is full spec- 
trum. Yet, we had a Cold War structure. 

So that is what drove the former Chief and now our new Chief 
and myself to say how do we make this Army more modular that 
can meet the full spectrum requirements that we know we are 
going to face in the future and be able to be agile and modular, as 
well as be able to not have to transform it again in 2010 to 2014 
when we bring on the Future Combat System. So that is what we 
used as we looked at this. 

Senator Lieberman. Those are very graphic. You have a clause 
at the bottom of the second one: “more missions, fewer soldiers.” 
Those graphs make that clear. 

Senator McCain. Could I follow up with that? 

Senator Lieberman. Please. 

Senator McCain. General, you are aware that the sentiment on 
the Armed Services Committee and in the Senate and the House 
is that we need more people in the Army? 

General Cody. I concur, sir. 

Senator McCain. You concur with that. 
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General Cody. I have been on testimony since — well, 1999 I tes- 
tified that the Army was stretched after the Kosovo experience, 
and I believe I testified last year that we needed 30,000 right now 
so that we could do those things that you and Senator Lieberman 
laid out that the Army is doing: reorganizing in a rotational, swift- 
ly defeat the efforts right now with Afghanistan and Iraq, resetting 
this force that we have used in the harshest environment, resetting 
our training, as well as setting ourselves up for the future environ- 
ment that we know we are going to fight in. In order to do that, 
we have to grow this active component force by at least 30,000 
right now until we can get our reorganization going at the level of 
commitment we are in Iraq and Afghanistan, as well as relieve the 
pressure on the National Guard and Reserves who we have used 
now since Operation Noble Eagle after September 11. So that is all 
in the balance. 

Senator McCain. Thank you. 

Senator Lieberman. Mr. Secretary. 

Mr. Bolton. Let me add to that. My background is in the Air 
Force. I spent 33 years there. Last weekend I had an opportunity 
to go to a function, and up front we do the normal things of intro- 
ducing folks. Someone stood up to acknowledge the Air Force par- 
ticipation in our current global war on terrorism and happened to 
mention that there are about 30,000 airmen stationed worldwide 
on duty that particular night. I thought to myself I have over 
300,000 soldiers in 120 countries tonight. 

When I came to the Army just 3 years ago, the thing that im- 
pressed me most and certainly over the last 3 years is how busy 
this Army is and the need for personnel. Going to the modularity, 
we did that in the Air Force in the mid-1990s, had to do it for the 
same reasons. We were double-banging, triple-banging folks way 
too much, and you had to get some predictability into that. This 
Army is very, very, very busy. 

To get to Senator Lieberman’s point earlier on, we took a respite 
for a decade, maybe a decade and a half, with the Army. Now it 
is an opportunity for the country to really see what the Army is 
doing to make up its mind as to what it wants it to do in the future 
and then to resource that. 

Senator Lieberman. Thanks, Mr. Secretary. Mr. Chairman, let 
me just ask one more question and it builds on General Cody’s di- 
rect answer about your question about personnel, which I appre- 
ciate. 

Obviously, it is critical to have a rotation base that allows sus- 
tained commitments without overstressing the force or under- 
staffing the critical training base, which is exactly what you talked 
about. 

I have been reading that there are independent analysts now 
who are questioning whether a 3-to-l rotation base in the Active 
Force is adequate, with some saying 4-to-l or even 5-to-l is nec- 
essary. If the 20 brigade assumption should prove incorrect — for in- 
stance, you were asked to carry out a mission, which we hope will 
not happen but realistically is a possible contingency, in a place 
like Pakistan or even Iran, or if the Army needs to surge as a re- 
sult of those kinds of missions to a larger number, then the current 
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force generation may prove inadequate. It will prove inadequate if 
that happens. 

So I want to ask you whether you believe that the temporary ad- 
dition of 30,000, which we have now done in end strength, and an 
additional 10 brigades will allow the Army to maintain that three- 
to-one rotation base for a contingency requiring 20-plus brigades 
for 4 or 5 years. 

General Cody. Mr. Senator, thank you for that question because 
it is one we grapple with every day. Let me start by saying what 
keeps me awake at night is what will this All-Volunteer Force look 
like in 2007. 

Senator Lieberman. Right. 

General Cody. We mentioned the 3rd ID going back. You may 
not know. I have two sons that are captains in the Army. My oldest 
son is getting ready to deploy on his third combat tour since he 
graduated from flight school, Afghanistan, Iraq, now Afghanistan 
in 4 years. My youngest son is getting ready to go back with him 
for his second tour. Just like young Rob McChrystal and Sergeant 
Manner, we have thousands of those types of stories. We are going 
out and we are trying to understand, because this is the first time 
we have taken this All-Volunteer Force into this type of fight rota- 
tional. Twelve months is a long time. 

The Army during the 1990s was doing 6-month tours in Imple- 
mentation Forces (IFOR), then Stabilization Forces (SFOR), then 
Kosovo Forces (KFOR), and we had some concerns about that. Our 
really only short tour was in Korea. 

When this fight started, we had 29,000 to 30,000 soldiers on a 
short tour in Korea and 166,000 in short tours in combat. That is 
what we had to manage. 

So when we looked at this in particular, we said, okay, if we 
have to do this, 30,000 is what we need right now, and then we 
want to make a decision in 2006. After we get the 10th new bri- 
gade built, that will bring the active Army up to 43 brigades, which 
also allows us to restructure the combat service support. We have 
gone from nine types of brigades in the Army to three. That allows 
us to restructure our combat service support. We think there are 
probably 6,000 or 7,000 spaces by restructuring there that we can 
gain to reinforce our tooth versus tail. 

In 2006, we will take a look at what end strength should be after 
we complete the first year of modulatiry. But what really will drive 
the number you talked about is the 20 Brigades if we have to do 
two swifty-defeats simultaneously. Is it one in five? Is it one in six? 
If it is one in five and one in six, we think that the structure that 
we are going to come in 2006 will be about right. 

Senator Sessions. What do you mean one in five or 

General Cody. If you can only go to a National Guard unit under 
partial mobilization — I think it is title 10, section 12203 — you can 
only use them for 24 months consecutive by law. It was written in 
1953. If by policy we cannot go back to a National Guard unit after 
they have served a cumulative of 24 months for 7 years, that will 
drive what your Active Force is going to look like. 

Senator McCain. Well, General, in all due respect, the Guard 
was never designed to have those kinds of deployments, and we are 
not meeting Guard recruiting goals. The Guard are fighting mag- 
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nificently and with great patriotism. They are wonderful, but it is 
a tremendous strain on their families. So it seems to me to require 
the Guard to serve more often, which I think could probably have 
an effect on recruitment and retention, why do we not increase the 
size of the Army? This is a subject probably more for the Personnel 
Subcommittee, but it seems to me that the right direction to go if 
we are going to be in Iraq for a long period of time, as has been 
stated by several of your colleagues in uniform, then we should 
have an Army sized to meet that. It is called the National Guard 
for a reason. General. 

General Cody. Sir, you and I are in agreement. Let me explain 
it because I absolutely agree with you. 

One in five means a unit like the 81st out of Washington State 
that served the tour in Iraq. Then for 5 years, we would not go 
back to that unit. But the 20 Brigade Combat Teams that we think 
this Nation needs on any given day to be ready to deploy — not 
used, but ready to deploy — is 20 . As you look at that chart, five or 
four — I cannot remember the number — will be National Guard 
units not being used, but the first 3 to 4 years they would be doing 
their title 32 with the Governor and homeland security, and then 
we would ramp up their training. So they would be ready to deploy 
so that if this Nation called — it does not mean we would use them, 
but we would get them in a cycle, so that if we had another Oper- 
ation Iraqi Freedom-type of conflict, we had readily available C-1 
type Guard units that we could bring in. It is not that we want to 
have them on Active-Duty every 5 years. That is not the case. But 
the case is to have them in a cycle of training so that we do have 
access to them if we have to fight this size of a war. 

Senator Lieberman. I will just wind up by saying — and my time 
is up. I thank you, Mr. Chairman — that part of what we are, obvi- 
ously, looking for here is your estimate of what the permanent Ac- 
tive-Duty Army end strength should be to carry out your vision of 
a restructured Army. Part of that is the balance between the 
Guard and Reserve on the one hand and the active Army on the 
other. I think there is a concern certainly that the two of us share 
that reliance on the Guard and the Reserve may be more than we 
can sustain over the long term. So we have to make some tough 
decisions about active Army end strength. 

I presume that what I am hearing you say is that I am not going 
to hear you give us a number today, but you are going to work on 
that until 2006 and then you are going to come in with a number, 
which I presume will be for the next budget cycle. 

General Cody. Mr. Senator, we believe that the 30,000 that Con- 
gress has authorized us in NDAA 2005 is probably the right num- 
ber, fully recognizing that we also have the ability to continue to 
^ow that while we are still fighting this war based upon things 
like other measures we can take. 

I think the number, at the end of the day, if this is a plateau 
and not a spike, is going to be higher than 30,000 that it is going 
so that we can retain the National Guard in the right rotation 
readiness, not deployable, but ready to deploy, and the reservists, 
as well as give this Nation the footprint that we need as a rota- 
tional Army. I think it is going to be more than 30,000. We will 
be able to come up with that number here as we go through this. 
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I have seen all kinds of numbers and I have been doing this for 
3 years. I have seen them higher and lower, but I think it is going 
to be higher than 30,000 in 2006. I think we are going to come to 
that realization. 

Senator Lieberman. I agree with you and I look forward to work- 
ing with you on it. Thanks, Mr. Chairman. 

Senator McCain. Thank you. 

Senator Sessions. 

Senator Sessions. Thank you, Mr. Chairman. I am delighted to 
have you chair this subcommittee. Nobody could do it better or has 
more insight, history, and concern for the issues coming before the 
subcommittee than you. I am delighted to have you there. 

General Cody, the whole thing is very significant in terms of 
numbers. What do we do? The Army Reserve unit I was in was mo- 
bilized in 1991 in the Gulf War. It was mobilized again. I visited 
them over there. I was not in it when we were mobilized. I had got- 
ten out before 1991, but I was in it for 10 years. A lot of those peo- 
ple are personal friends of mine. 

That is a pretty stressful thing every 10 years. Probably only 
about 20 percent of the people in that unit were in it the first time 
they went. 

I understand we are only using 40 percent of the Guard and Re- 
serve. 

The only thing I would say is a little bit different than my col- 
leagues. They are prepared to go to war. The Guard and Reserve — 
we have combat units. If they are not going to be called up, then 
they need to be told right away. We need to reevaluate that. But 
they cannot be called up too often. They are prepared to go and 
serve. 

They serve with so few complaints it is just incredible. I visited 
in Fallujah a young marine. He told me his trucking business was 
hurt by being there. He thought he may lose it. He said that in an 
open meeting. He came up to me later and said, but I want you 
to know. Senator, 2 hours from now I am signing up again. I am 
going to recommit and do another 6 years. 

So they are really remarkable. They want to serve, but we cannot 
overuse them. We have to use them very smartly, and some people 
are getting called up too much because of their skills and some are 
not. I know you are working on that and we are going to have to 
have more numbers. I have become convinced that you are correct. 
I do think the rain barrel analogy is a good one. 

With regard to the Future Combat System, General Cody or Sec- 
retary Bolton, you said that we want to put in the force as quickly 
as possible. I think I understand what that means. General Cody, 
I guess I will ask you since the Secretary has already discussed it, 
exactly what do we mean by that? As I understand it, there are 
certain things that are part of our vision for a Future Combat Sys- 
tem that can be brought on quickly that can help us right now and 
that you have made a decision not to wait until the entire perfect 
architecture is here but to, at least, bring those on early and be- 
come familiar with them and utilize them. Would you discuss with 
me — have I gotten that right, and what are the pitfalls and advan- 
tages of doing that? 
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General Cody. Thank you, Mr. Senator. First off, I agree with 
you about the unhelievable service of our National Guard and re- 
servists. I just came back from Iraq. I know you all have visited 
there several times. Also, let me say they enjoy seeing our elected 
officials over there because it reconnects them and reminds them 
of how important their service to the Nation is. 

We do not have a finer National Guard or Reserve than we have 
today. We are all very proud of them. We could not be closer to be 
a one Army today than we are because of Afghanistan and Iraq. 
The comraderie and the esprit de corps is just unbelievable and we 
have to be careful about the usage of the National Guard. We know 
that and we are concerned about it. 

When General Schoomaker, myself, the Secretary of the Army, 
and Secretary Bolton looked at all the things that we were being 
confronted with in this fight in Iraq and the fight in Afghanistan, 
all what I would call off-the-shelf robotics, sensor systems, battle 
command systems. We looked at where we were with the 18 plus 
1 complex, integrated Future Combat Systems that we had. We 
looked at where they were in technology and asked the question, 
as we have this force in motion and as we are structuring it based 
upon the combatant commander’s desires — and he wanted more 
sensors to look for lEDs. He wanted more robotics. He wanted to 
be able to have battle command across all his units so it would be 
seamless in terms of command, control, communications, com- 
puters, intelligence, surveillance, and reconnaissance (CHSR). So 
we looked and we said, okay, there is no longer a strategic pause 
here to be able to wait until 2012 to put all 18 plus 1 systems onto 
a formation. We have to do two things. 

One is we have to set up the Army for what the combatant com- 
mander needs and closely get it aligned to what the formation will 
be for the Future Combat System-equipped formation. 

Second, we need to have, on any given day, a battle command 
system that, as we move forward, and start fielding the Future 
Combat System, whether it is a Stryker brigade or a new modular 
brigade or an FCS-equipped brigade, they can all communicate and 
still see first, understand first, act first. The fight will be just a lit- 
tle bit different because of the systems. So understanding that, we 
went and said, okay, we have some unattended ground sensors we 
can spiral forward now as we build our new modular brigade. We 
have the non-line-of-sight cannon that we can bring forward be- 
cause we know we need that to help shape the fight in the future. 
There is the intelligent munitions systems, and then there is the 
systems of systems common operating environment which really 
sets up the operational network for battle command. We knew we 
could bring that into spiral one a little quicker once we brought in 
warfighter information network-terrestrial (WIN-T) and these joint 
network nodes. So we made that decision in restructuring. 

We also looked at some of the other capabilities for spiral two. 
Our plan is rather than spiral all this stuff in on a new experi- 
mental unit in 2014 when everything is ready is to take 6 to 9 to 
maybe even 10 of these systems and put the into the force now in 
2008, 2010 and populate them across them so that we are not hav- 
ing to change the whole Army all at once and we are also able to 
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bring enhanced technology to the fight today. That is really our 
strategy. 

Senator McCain. Thank you very much. General Cody, thank 
you. We will move to our next panel then. Thank you for being 
here. Secretary Bolton, stay where you are. 

Mr. Bolton. Yes, sir. [Laughter.] 

Senator McCain. Mr. Paul Francis, the Director of Acquisition 
and Sourcing Management of the Government Accountability Of- 
fice; Dr. David Graham, Deputy Director of Strategy Forces and 
Resources Division, the Institute of Defense Analyses; and Mr. 
Kenneth Boehm, who is the Chairman of the National Legal and 
Policy Center. Secretary Bolton, do you have an additional opening 
statement that you would like to make? 

Mr. Bolton. No, sir, I do not. 

Senator McCain. Okay. Thank you again, Mr. Bolton. 

Mr. Francis, welcome and thank you for appearing before this 
subcommittee today. Please proceed. 

STATEMENT OF PAUL L. FRANCIS, DIRECTOR, ACQUISITION 

AND SOURCING MANAGEMENT, GOVERNMENT ACCOUNT- 
ABILITY OFFICE 

Mr. Francis. Thank you, Mr. Chairman. Good morning. Good 
morning, Mr. Lieberman. I appreciate the opportunity to appear 
before the subcommittee this morning. I do have a written state- 
ment which I would like to submit for the record. 

I also had an oral statement that I was going to read through, 
but I thought in lieu of that, I would just try to hit some points 
that I think are relevant to the discussion that we just had. I might 
not be as smooth, but I think I will be a little bit more on point, 
if that is okay. 

Senator McCain. Thank you. 

Mr. Francis. I would say that lead system integrators and other 
transactions are mechanisms the Government uses to try to get 
better outcomes than it could using traditional instruments. I think 
these come with inherent risks that generally involve protecting 
the Government’s interests. 

I think in the case of the FCS, there are some additional risks, 
and they would have to do with the lead system integrator being 
also a prime item contractor on the program. The solution that we 
are trying to buy is not well defined yet, and the technical task is 
really monumental. So I think these are additional risks that the 
program faces. 

The Army has taken a number of steps both in the contracting 
mechanism and in its management oversight to try to mitigate 
these risks. We are just beginning to look at how they are working 
now. I do not have a bottom line on how well the Army is doing, 
and we are working with your staff on that, Mr. Chairman. 

I think that the Army could make a good case that using the LSI 
and the OTA to get to an acquirable solution is not a bad approach 
given the size of the task. 

Senator McCain. Does that mean to you that we should look at 
the rules of procurement? 

Mr. Francis. My thought is that now that we are into acquisi- 
tion, we need to be looking at this as an acquisition program. So 
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I think that if we were looking at it as a science and technology 
or experimental effort to see what we can do, I think there could 
be an argument made that was a good approach to get to that 
point. 

But now we are past that point. We are about 2 years into the 
acquisition process, and at this point the program is not mature. 
As is included in my testimony, the technologies are not mature. 
We have not firmed requirements. I would say the cost estimate at 
this point would be tentative. I think no matter what contracting 
instrument we used up to this point, the program would still be at 
this relative state of immaturity. 

I think the concern I would like to get across is being 2 years 
into the acquisition program, we are now going down the chute of 
acquisition, which means we are going to be designing a system. 
We are going to build prototypes. We are going to test, and we are 
going to buy. In reality for the next few years, the program is going 
to be at a point of discovery to see what it can and cannot do. So 
we may be faced with questions over the next few years, such as, 
what if the cost does double, would we still do FCS then? It is a 
hypothetical question. What if we can only get an 80-percent solu- 
tion, would that be okay? What if we come out with F-22-like out- 
comes which say we get the solution we want, but it is so expensive 
we cannot buy many of them, would that be okay? I think we are 
going to see these types of issues come up over the next few years 
in the program. 

So what I would like to say is as we go through that and we dis- 
cuss the contracting mechanisms and the arrangement with the 
contractor, I think it is really important that the Government pre- 
serve its options to change course based on the discovery of these 
facts that we will be going through over the next few years. 

[The prepared statement of Mr. Francis follows:] 

Prepared Statement by Paul L. Francis 

Mr. Chairman and members of the subcommittee: I am pleased to be here today 
to discuss the Department of the Army’s Future Combat Systems (FCS), a 
networked family of weapons and other systems. FCS is the centerpiece of the 
Army’s plan to transform to a lighter, more agile, and more capable force. It consists 
of an information network linking a new generation of 18 manned and unmanned 
ground vehicles, air vehicles, sensors, and munitions. FCS began system develop- 
ment and demonstration in May 2003. In July 2004, the Army announced a major 
restructuring of the program, including plans for transitioning FCS capabilities to 
current forces. Total costs of the restructured program have not yet been estimated 
but will be at least $108 billion, in fiscal year 2005 dollars. The fiscal year 2005 
budget provides $2.8 billion in research and development funds for FCS; the fiscal 
year 2006 budget requests an increase to $3.4 billion. 

Today, I would like to discuss (1) the technical and managerial challenges of the 
FCS program; (2) the prospects for delivering FCS capabilities within cost and 
scheduled objectives; and (3) considerations on how to proceed. 

SUMMARY 

The FCS program faces significant challenges in setting requirements, developing 
systems, financing development, and managing the effort. The Army has set the bar 
for requirements very high. FCS vehicles are to be a fraction of the weight of cur- 
rent vehicles, yet are to be as lethal and survivable. Their light weight and small 
size are critical to meeting the other Army goals: more mobile forces that are easier 
to sustain in combat. For FCS-equipped units to see and hit the enemy first, rather 
than to rely on heavy armor to survive, the Army must develop (1) a network to 
collect, process, and deliver vast amounts of intelligence and communications infor- 
mation and (2) individual systems, such as manned ground vehicles, that have been 
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likened in complexity to fighter aircraft. FCS is a development of unprecedented 
complexity for the Army. From a financial standpoint, the first increment of FCS — 
enough to equip about 1/3 of the force — will cost at least $108 billion. Funding re- 
quests will run from over $3 billion per year to about $9 billion per year at a time 
when the Army faces the competing demands of sustaining current operations, re- 
capitalizing the current force, and paying for modularization. Finally, because of the 
management challenge the program’s pace and complexity pose, the Army has 
turned to a Lead System Integrator to manage the entire effort and is making use 
of a contracting instrument known as Other Transaction Agreement, which allows 
the parties to negotiate contract terms based on the program requirements and 
their needs. 

As restructured, the FCS strategy includes 4 additional years to reduce risk, in- 
crease the demonstration of FCS capabilities, and harvest successes for the current 
force. Even with these improvements, the FCS is still at significant risk for not de- 
livering planned capability within budgeted resources. This risk stems from the 
scope of the program’s technical challenges and the low level of knowledge dem- 
onstrated at this point. The current schedule allows about 9V2 years from develop- 
ment start to the production decision. FCS is developing multiple systems and a 
network within a period of time that the Department of Defense (DOD) typically 
needs to develop a single advanced system. The FCS has demonstrated a level of 
knowledge far below that suggested by best practices or DOD policy. Nearly 2 years 
after program launch and about $4.6 billion invested to date, requirements are not 
firm and only 1 of over 50 technologies are mature — activities that should have been 
done before the start of system development and demonstration. If everything goes 
as planned, the program will attain the level of knowledge in 2008 that it should 
have had before it started in 2003. But things are not going as planned. Progress 
in critical areas, such as the network, software, and requirements has been slower 
than planned. Proceeding with such low levels of knowledge makes it likely that 
FCS will encounter problems late in development, when they are costly to correct. 
The relatively immature state of program knowledge at this point provides an insuf- 
ficient basis for making a good cost estimate. Independent estimates should provide 
more information but are not yet completed. If the cost estimate for FCS is no more 
accurate than traditional estimates, the impact of cost growth could be substantial, 
given the program’s magnitude. 

At this point, the FCS provides a concept that has been laid out in some detail, 
an architecture or framework for integrating individual capabilities, and an invest- 
ment strategy for how to acquire those capabilities. It is not yet a good fit as an 
acquisition program. If FCS-like capabilities are to be made acquirable — for which 
the Army has made a compelling case — then different approaches for FCS warrant 
consideration because they offer building higher levels of knowledge and thus lower 
risk. One approach, in keeping with DOD acquisition policy and best practices, 
would be to set the first spiral as the program of record for system development and 
demonstration. To make such a spiral executable, it should meet the standards of 
providing a worthwhile military capability, having mature technology, and having 
firm requirements. Other capabilities currently in the FCS program could be taken 
out of system development and demonstration and instead be bundled into advanced 
technology demonstrations that could develop and experiment with advanced tech- 
nologies in the more conducive environment of science and technology until they are 
ready to be put into a future spiral. Advancing technologies in this way will enable 
knowledge to guide decisions on requirements, lower the cost of development, and 
make for more reasonable cost and schedule estimates for future spirals. 

BACKGROUND 

Army Transformation and the FCS Concept 

A decade after the cold war ended, the Army recognized that its combat force was 
not well suited to perform the operations it faces today and is likely to face in the 
future. The Army’s heavy forces had the necessary firepower but required extensive 
support and too much time to deploy. Its light forces could deploy rapidly but lacked 
firepower. To address this mismatch, the Army decided to radically transform itself 
into a new “Future Force.” 

The Army expects the Future Force to be organized, manned, equipped, and 
trained for prompt and sustained land combat. This translates into a force that is 
responsive, technologically advanced, and versatile. These qualities are intended to 
ensure the Future Force’s long-term dominance over evolving, sophisticated threats. 
The Future Force is to be offensively oriented and will employ revolutionary oper- 
ational concepts, enabled by new technology. This force is to fight very differently 
than the Army has in the past, using easily transportable lightweight vehicles, rath- 
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er than traditional heavily armored vehicles. The Army envisions a new way of 
fighting that depends on networking the force, which involves linking people, plat- 
forms, weapons, and sensors seamlessly together. 

The Army has determined that it needs more agile forces. Agile forces would pos- 
sess the ability to seamlessly and quickly transition among various types of oper- 
ations from support operations to warfighting and back again. They would adapt 
faster than the enemy thereby denying it the initiative. Agile forces would allow 
commanders of small units the authority and high quality information to act quickly 
to respond to dynamic situations. 

To be successful, therefore, the transformation must include more than new weap- 
ons. It must be extensive, encompassing tactics and doctrine as well as the very cul- 
ture and organization of the Army. 

The PCS Solution 

FCS will provide the majority of weapons and sensor platforms that comprise the 
new brigade-like modular units of the Future Force known as units of action. Each 
unit is to be a rapidly deployable fighting organization about the size of a current 
Army brigade but with the combat power and lethality of the current larger divi- 
sion. The Army also expects FCS-equipped units of action to provide significant 
warfighting capabilities to the overall joint force. The Army is reorganizing its cur- 
rent forces into modular, brigade-based units akin to units of action. 

FCS is a family of 18 manned and unmanned ground vehicles, air vehicles, sen- 
sors, and munitions that will be linked by an information network. These include, 
among other things, eight new ground vehicles to replace current vehicles such as 
tanks, infantry carriers and self-propelled howitzers, four different unmanned aerial 
vehicles, several unmanned ground vehicles, and attack missiles that can be posi- 
tioned in a box-like structure. 
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The manned ground vehicles are to be a fraction of the weight of current weapons 
such as the Abrams tank and Bradley fighting vehicle, yet are to be as lethal and 
survivable. At a fundamental level, the FCS concept is replacing mass with superior 
information; that is, to see and hit the enemy first, rather than to rely on heavy 
armor to withstand a hit. 
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The essence of the FCS concept itself — to provide the lethality and survivability 
of the current heavy force with the sustainability and responsiveness of a force that 
weighs a fraction as much — has the intrinsic attraction of doing more with less. The 
FCS concept has a number of progressive features, which demonstrate the Army’s 
desire to be proactive in its approach to preparing for potential future conflicts and 
its willingness to break with tradition in developing an appropriate response to the 
changing scope of modern warfare. If successful, the program will leverage indi- 
vidual capabilities of weapons and platforms and will facilitate interoperability and 
open system designs. This is a significant improvement over the traditional ap- 
proach of building superior individual weapons that must be netted together after 
the fact. Also, the system-of-systems network and weapons could give managers the 
flexibility to make best value tradeoffs across traditional program lines. This trans- 
formation of the Army, both in terms of operations and equipment, is underway 
with the full cooperation of the Army warfighter community. In fact, the develop- 
ment and acquisition of FCS is being accomplished using a collaborative relation- 
ship between the developer (program manager), the contractor, and the warfighter 
community. 

FCS Program Has Been Restructured During the Last Year 
The FCS program was approved to start system development and demonstration 
in May 2003. On July 21, 2004, the Army announced its plans to restructure the 
program. The restructuring responded to direction from the Army Chief of Staff and 
addresses risks and other issues identified by external analyses. Its objectives in- 
clude: 

• Spinning off ripe FCS capabilities to current force units; 

• Meeting congressional language for fielding the non-line of sight cannon; 

• Retaining the system-of-systems focus and fielding all 18 systems; 

• Increasing the overall schedule by 4 years; and 

• Developing a dedicated evaluation unit to demonstrate FCS capabilities 
The program restructuring contained several features that reduce risk — adding 4 

additional years to develop and mature the manned ground vehicles; adding dem- 
onstrations and experimentation; and establishing an evaluation unit to dem- 
onstrate FCS capabilities. The program restructuring also adds scope to the pro- 
gram by reintroducing four deferred systems, adding four discrete spirals of FCS ca- 
pabilities to the current force, and accelerating the development of the network. 
About $6.1 billion was added to the system development and demonstration contract 
and the Army has recently announced that the detailed revision of the contract has 
been completed. 


OBJECTIVES, SCOPE, AND METHODOLOGY 

To develop the information on whether the FCS program was following a knowl- 
edge-based acquisition strategy and the current status of that strategy, we inter- 
viewed officials of the Office of the Under Secretary of Defense (Acquisition, Tech- 
nology, and Logistics); the Secretary of Defense’s Cost Analysis Improvement Group; 
the Assistant Secretary of the Army (Acquisition, Logistics, and Technology); the 
Army’s Training and Doctrine Command; Surface Deployment and Distribution 
Command; the Program Manager for the Unit of Action (previously known as Fu- 
ture Combat Systems); the Future Combat Systems Lead Systems Integrator (LSI); 
and LSI One Team contractors. We reviewed, among other documents, the Future 
Combat Systems’ Operational Requirements Document, the Acquisition Strategy Re- 
port, the Baseline Cost Report, tbe Critical Technology Assessment and Technology 
Risk Mitigation Plans, and the Integrated Master Schedule. We attended the FCS 
Management Quarterly Reviews, In-Process Reviews, and Board of Directors Re- 
views. 

In our assessment of the FCS, we used the knowledge-based acquisition practices 
drawn from our large body of past work as well as DOD’s acquisition policy and the 
experiences of other programs. We discussed the issues presented in this statement 
with officials from the Army and the Secretary of Defense, and made several 
changes as a result. We performed our review from May 2004 to March 2005 in ac- 
cordance with generally accepted auditing standards. 

THE FCS PROGRAM IS AN UNPRECEDENTED CHALLENGE 

The FCS program faces significant challenges in setting requirements, developing 
systems, financing development, and managing the effort. It is the largest and most 
complex acquisition ever attempted by the Army. 
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The Requirements Challenge 

The Army wants the FCS-equipped unit of action to be as lethal and survivable 
as the current heavy force, but to be significantly more responsive and sustainable. 
For the unit of action to be lethal, it must have the capability to address the combat 
situation, set conditions, maneuver to positions of advantage, and to engage enemy 
formations at longer ranges and with greater precision than the current force. To 
provide this level of lethality and reduce the risk of detection, FCS must provide 
high, single-shot, weapon effectiveness. To be as survivable as the current heavy 
force, the unit of action must find and kill the enemy before being seen and identi- 
fied. The individual FCS systems will also rely on a layered system of protection 
involving several technologies that lowers the chances of a vehicle or other system 
being seen and hit by the enemy. To be responsive, the unit of action must be able 
to rapidly deploy anywhere in the world and be rapidly transportable by various 
means — particularly by the C-130 aircraft — and ready to fight upon arrival. To fa- 
cilitate rapid transportability on the battlefield, FCS vehicles are to match the 
weight and size constraints of the C-130 aircraft. The unit of action is to be capable 
of sustaining itself for periods of 3 to 7 days depending on the level of conflict — 
necessitating a small logistics footprint. This requires subsystems with high reli- 
ability and low maintenance, reduced demand for fuel and water, highly effective 
weapons, and a fuel-efficient engine. 

Meeting all these requirements is unprecedented not only because of the difficulty 
each represents individually, but because the solution for one requirement may 
work against another requirement. For example, solutions for lethality could in- 
crease vehicle weight and size. Solutions for survivability could increase complexity 
and lower reliability. It is the performance of the information network that is the 
linchpin for meeting the other requirements. It is the quality and speed of the infor- 
mation that will enable the lethality and survivability of smaller vehicles. It is 
smaller vehicles that enable responsiveness and sustainability. 

The Development Challenge 

In the Army’s own words, the FCS is “the greatest technology and integration 
challenge the Army has ever undertaken.” It intends to concurrently develop a com- 
plex, system-of-systems — an extensive information network and 18 major weapon 
systems. The sheer scope of the technological leap required for the FCS involves 
many elements. For example: 

• First-of-a-kind network will have to be developed that will entail develop- 
ment of unprecedented capabilities — on-the-move communications, high- 
speed data transmission, dramatically increased bandwidth, and simulta- 
neous voice, data and video; 

• The design and integration of 18 major weapon systems or platforms has 
to be done simultaneously and within strict size and weight limitations; 

• At least 53 technologies that are considered critical to achieving FCS’ 
critical performance capabilities will need to be matured and integrated 
into the system-of-systems; 

• Synchronizing the development, demonstration, and production of as 
many as 157 complementary systems with the FCS content and schedule. 

This will also involve developing about 100 network interfaces so the FCS 
can be interoperable with other Army and joint forces; and 

• At least an estimated 34 million lines of software code will need to be 
generated (about double that of the Joint Strike Fighter, which had been 
the largest defense undertaking in terms of software to be developed). 

The Financial Challenge 

Based on the restructured program, the FCS program office initially estimated 
that FCS will require $28.0 billion for research and development and around $79.9 
billion for the procurement of 15 units of action. The total program cost is expected 
to be at least $107.9 billion. These are fiscal year 2005 dollars. Since this estimate, 
the Army has released an updated research and development cost estimate of $30.3 
billion in then-year dollars. An updated procurement estimate is not yet available. 
The Army is continuing to refine these cost estimates. As estimated, the FCS will 
command a significant share of the Army’s acquisition budget, particularly that of 
ground combat vehicles, for the foreseeable future. In fiscal year 2006, the FCS 
budget request of $3.4 billion accounts for 65 percent of the Army’s proposed spend- 
ing on programs in system development and demonstration and 35 percent of that 
expected for all research, development, test, and evaluation activities. 

As the FCS begins to command large budgets, it will compete with other major 
financial demands. Current military operations, such as in Afghanistan and Iraq, 
require continued funding. Since September 2001, DOD has needed over $240 bil- 
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lion in supplemental appropriations to support the global war on terrorism. Current 
operations are also causing faster wear on existing weapons, which will need refur- 
bishment or replacement sooner than planned. The equipment used by the current 
force, such as Abrams tanks and Bradley Fighting Vehicles, is expected to remain 
in the active inventory until at least 2030. The cost to upgrade and maintain this 
equipment over that length of time has not been estimated but could be substantial. 
Also, the cost of converting current forces to new modular, brigade-based units is 
expected to be at least $48 billion. Further, FCS is part of a significant surge in 
the demand for new weapons. Just 4 years ago, the top 5 weapon systems cost about 
$280 billion; today, in the same base year dollars, the top 5 weapon systems cost 
about $521 billion. If megasystems like FCS are estimated and managed with tradi- 
tional margins of error, the financial consequences are huge, especially in light of 
a constrained discretionary budget. 

The Management Challenge 

The Army has employed a management approach that centers on a Lead System 
Integrator (LSI) and a non-standard contracting instrument, known as an other 
transaction agreement (OTA). The Army advised us that it did not believe it had 
the resources or flexibility to use its traditional acquisition process to field a pro- 
gram as complex as FCS under the aggressive timeline established by the then- 
Army Chief of Staff. 

Although there is no complete consensus on the definition of LSI, those we are 
aware of appear to be prime contractors with increased program management re- 
sponsibilities. These responsibilities have included greater involvement in require- 
ments development, design and source selection of major system and subsystem sub- 
contractors. The government also has used the LSI approach on programs that re- 
quire system-of-systems integration. 

The Army selected Boeing as the LSI for the FCS system development and dem- 
onstration in May 2003. The Army and Boeing established a One-Team manage- 
ment approach with several first tier subcontractors to execute the program. Accord- 
ing to the Army, Boeing has awarded 20 of 24 first tier subcontracts, to 17 different 
subcontractors. The One-Team members and their responsibilities are depicted in 
table 1. 


TABLE 1: ONE-TEAM MEMBERS 


One-Team Member 

Responsibility 

Army 

Boeing/SAIC 

Program Oversight and Insight 

Program Management (inoluding souroe selection), Development of 
System-of-Systems Common Operating Environment, System Integra- 
tion 

Manned Ground Vehicles 

Planning and Preparation Services, Sensor Data Management 
Autonomous Navigation System 

Integrated Computers 

Manned Ground Vehicles, Armed Robotic Vehicle 

Small Unmanned Ground Vehicle 

Multifunction Utility/Logistics and Equipment Vehiole 

Intelligenoe, Surveillanoe and Reoonnaissance Sensor Fusion 

Situational Understanding 

Ground Platform Communication 

General Dynamics Land Systems 

General Dynamics Robotics Systems 

General Dynamics Advanced Information Systems 

United Defense, LP 

iRobot Corporation 

Lockheed Martin Missiles and Fire Control 

Lockheed Martin. Orincon 

BAE Systems CNI 


Training Support 

Training Support 

Platform Soldier Mission Readiness System 

Air Sensor Integrator, Class IV Unmanned Aerial Vehicle, Logistics De- 
cision Support Systems, Network Management, Training Support 

Battle Command and Mission Execution, Ground Sensor Integrator 
Unattended Ground Sensors, Tactical and Urban Sensors 


Honeywell Defense and Space Electronic Systems 
Northrop Grumman 

Raytheon Network Centric Systems 

Textron Systems 


Source: U.S. Army 


Boeing was awarded the LSI role under an OTA which is not subject to the Fed- 
eral Acquisition Regulation (FAR). Consequently, when using an OTA, DOD con- 
tracting officials have considerable flexibility to negotiate the agreement terms and 
conditions. This flexibility requires DOD to use good business sense and to incor- 
porate appropriate safeguards to protect the government’s interests. The OTA used 
for FCS includes several FAR or Defense FAR Supplement clauses, many of which 
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flow down to subcontracts. The value of the agreement between the Army and Boe- 
ing is approximately $21 billion. It is a cost reimbursement contract. 

Congress has incrementally expanded the use and scope of other transaction au- 
thority since first authorizing its use more than a decade ago. In 1989, Congress 
gave DOD, acting through the Defense Advanced Research Projects Agency 
(DARPA), authority to temporarily use other transactions for basic, applied, and ad- 
vanced research projects. In 1991, Congress made this authority permanent and ex- 
tended it to the military departments. In 1993, Congress enacted Section 846 of the 
National Defense Authorization Act for Fiscal Year 1994, which provided DARPA 
with authority to use, for a 3-year period, other transactions to carry out prototype 
projects directly relevant to weapons or weapon systems proposed to be acquired or 
developed by DOD. Subsequent amendments have extended this authority to the 
military departments and other defense agencies. Most recently, the National De- 
fense Authorization Act for Fiscal Year 2004 extended the prototype project author- 
ity until 2008 and provided for a pilot program to transition some other transaction 
prototype projects to follow-on production contracting. 

According to program officials, under the LSI and OTA arrangement on FCS, the 
Army primarily participates in the program through Integrated Product Teams that 
are used to make coordinated management decisions in the program about issues 
related to requirements, design, horizontal integration and source selection. 

FCS REMAINS AT RISK OF NOT DELIVERING PLANNED CAPABILITY WITHIN ESTIMATED 

RESOURCES 

During the past year, the FCS underwent a significant restructuring, which added 
4 years to the schedule for reducing risk, increasing the demonstration of FCS capa- 
bilities, and harvesting successes for the current force. Yet, even with these im- 
provements, the FCS is still at significant risk for not delivering planned capability 
within budgeted resources. This risk stems from the scope of the program’s technical 
challenges and the low level of knowledge demonstrated thus far. 

High Levels of Demonstrated Knowledge Are Key to Getting Desired Outcomes 

Our previous work has shown that program managers can improve their chances 
of successfully delivering a product if they employ a knowledge-based decision-mak- 
ing process. We have found for a program to deliver a successful product within 
available resources, managers should build high levels of demonstrated knowledge 
before significant commitments are made.'^ In essence, knowledge supplants risk 
over time. This building of knowledge can be described in three levels that should 
be attained over the course of a program: 

• First, at program start, the customer’s needs should match the devel- 
oper’s available resources — mature technologies, time, and funding. An indi- 
cation of this match is the demonstrated maturity of the technologies need- 
ed to meet customer needs.^ 

• Second, about midway through development, the product’s design should 
be stable and demonstrate that it is capable of meeting performance re- 
quirements. The critical design review is the vehicle for making this deter- 
mination and generally signifies the point at which the program is ready 
to start building production-representative prototypes. 

• Third, by the time of the production decision, the product must be shown 
to be producible within cost, schedule, and quality targets and have dem- 
onstrated its reliability. It is also the point at which the design must dem- 
onstrate that it performs as needed through realistic system level testing. 

The three levels of knowledge are related, in that a delay in attaining one delays 
those that follow. Thus, if the technologies needed to meet requirements are not ma- 
ture, design and production maturity will be delayed. On the successful commercial 
and defense programs we have reviewed, managers were careful to conduct develop- 
ment of technology separately from and ahead of the development of the product. 
For this reason, the first knowledge level is the most important for improving the 


^GAO, Best Practices: Capturing Design and Manufacturing Knowledge Early Improves Ac- 
quisition Outcomes. GAO-02— 701. (Washington, DC: July 15, 2002); Best Practices: Better Man- 
agement of Technology Development Can Improve Weapon System Outcomes. GAO/NSIAD-99— 
162. (Washington, DC: July 30, 1999); Best Practices: Successful Application to Weapon Acquisi- 
tion Requires Changes in DOD’s Environment. GAO/NSIAD-98-56. (Washington, DC: February 
24. 1998). 

2 Technology readiness levels are a way to measure the maturity of technology. According to 
best practices, technology is considered sufficiently mature to start a program when it reaches 
a readiness level of 7. This involves a system or prototype demonstration in an operational envi- 
ronment. The prototype is near or at the planned operational system. 
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chances of developing a weapon system within cost and schedule estimates. DOD’s 
acquisition policy has adopted the knowledge-based approach to acquisitions. DOD 
policy requires program managers to provide knowledge about key aspects of a sys- 
tem at key points in the acquisition process. Program managers are also required 
to reduce integration risk and demonstrate product design prior to the design readi- 
ness review and to reduce manufacturing risk and demonstrate producibility prior 
to full-rate production. 

DOD programs that have not attained these levels of knowledge have experienced 
cost increases and schedule delays. We have recently reported on such experiences 
with the F/A-22, the Joint Strike Fighter, the Airborne Laser, and the Space Based 
Infrared System High. For example, the $245 billion Joint Strike Fighter’s acquisi- 
tion strategy does not embrace evolutionary, knowledge-based techniques intended 
to reduce risks. Key decisions, such as its planned 2007 production decision, are ex- 
pected to occur before critical knowledge is captured. If time were taken now to gain 
knowledge it could avoid placing sizable investments in production capabilities at 
risk of expensive changes. 

FCS Strategy Will Not Demonstrate High Levels of Knowledge Consistent With DOD 
Policy or Best Practices 

The FCS program has proceeded with low levels of knowledge. In fact, most of 
the activities that have taken place during its first 2 years should have been com- 
pleted before starting system development and demonstration. It may be several 
years before the program reaches the level of knowledge it should have had at pro- 
gram start. Consequently, the Army is depending on a strategy that must concur- 
rently define requirements, develop technology, design products, and test products. 
Progress in executing the program thus far does not inspire confidence: the require- 
ments process is taking longer that planned, technology maturity may actually have 
regressed, and a program that is critical for the FCS network has recently run into 
problems and has been delayed. Figure 2 depicts how the FCS strategy compares 
with the best practices described above. 


Fi9ur« 2- C <w wp w mpo ot FCS Strati^ with BMt Pr«6t*c«» 



The white space in figure 2 suggests the knowledge between best practices and 
the FCS program. Clearly, the program has a tremendous amount of ground to 
cover to close its knowledge gaps to the point that it can hold the design reviews 
as scheduled and make decisions on building prototypes, testing, and beginning pro- 
duction with confidence. 
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Several other observations can be made from the figure: 

• A match between mature technologies and firm requirements was not 
made at program start. 

• The preliminary design review, which ideally is conducted near the pro- 
gram start decision to identify disconnects between the design and the re- 
quirements, will be held 5 years into the program. 

• The critical design review, normally held midway through development, 
is scheduled to take place in the seventh year of a 9-year program. 

• The first test of all FCS elements will take place after the production de- 
cision. 

Requirements and Resources Gap 

The FCS program entered system development and demonstration without dem- 
onstrating a match between resources and requirements, and will not be in a posi- 
tion to do so for a number of years. The Army now expects to have a reasonably 
well defined set of requirements by the October 2006 interim preliminary design re- 
view. The Army has been working diligently to define these requirements, but the 
task is very difficult given that there are over 10,000 specific system-of-systems re- 
quirements that must collectively deliver the needed lethality, survivability, respon- 
siveness, and sustainability. For example, the Army is conducting at least 120 stud- 
ies to identify the design tradeoffs necessary before firming up requirements. As of 
December 2004, 69 remain to be completed. Those to be completed will guide key 
decisions on the FCS, such as the weight and lethality required of the manned 
ground vehicles. 

On the resources side, last year we reported that 75 percent of FCS technologies 
were immature when the program started in 2003; a September 2004 independent 
assessment has since shown that only one of the more than 50 FCS critical tech- 
nologies is fully mature. The Army employed lower standards than recommended 
by best practices or DOD policy in determining technologies acceptable for the FCS 
program.^ As a result, it will have to develop numerous technologies on a tight 
schedule and in an environment that is designed for product development. If all goes 
as planned, the Army estimates that most of the critical technologies will reach a 
basic level of maturity by the 2010 Critical Design Review and full maturity by the 
production decision. This type of technical knowledge is critical to the process of set- 
ting realistic requirements, which are needed now. In addition, a program critical 
to the FCS network and a key element of FCS’ first spiral, the Joint Tactical Radio 
System, recently encountered technical problems and may be delayed 2 years. We 
provide more detail on this program later. 

Late Demonstrations of FCS Performance Could Prove Costly 

The FCS strategy will result in much demonstration of actual performance late 
in development and early in production, as technologies mature, prototypes are test- 
ed, and the network and systems are brought together as a system-of-systems. A 
good deal of the demonstration of the FCS design will take place over a 3-year pe- 
riod, starting with the critical design review in 2010 through the first system level 
demonstration of all 18 FCS components and the network in 2013. This compression 
is due to the desired fielding date of 2014, coupled with the late maturation of tech- 
nologies and requirements previously discussed. 

Ideally, a critical design review should be held midway through development — 
around 2008 for FCS — to confirm the design is stable enough to build production 
representative prototypes for testing. DOD policy refers to the work up to the crit- 
ical design review as system integration, during which individual components of a 
system are brought together. The policy refers to the work after the critical design 
review as system demonstration, during which the system as a whole demonstrates 
its reliability as well as its ability to work in the intended environment. The build- 
ing of production representative prototypes also provides the basis to confirm the 
maturity of the production processes. For the FCS, the critical design review will 
be held just 2 years before the production decision. The FCS program is planning 
to have prototypes available for testing prior to production but they will not be pro- 
duction-representative prototypes. The Army does not expect to have even a prelimi- 
nary demonstration of all elements of the FCS system-of-systems until sometime in 
2013, the year after the production decision. 


^To achieve full maturity at TRL 7, the technology should be in the form, fit, and function 
needed for the intended product and should he demonstrated in a realistic environment. For a 
basic level of maturity at TRL 6, the technology is not necessarily in the form, fit, and function 
for the intended product. 
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This makes the program susceptible to “late cycle churn,” a condition that we re- 
ported on in 2000.^ Late-cycle churn is a phrase private industry has used to de- 
scribe the efforts to fix a significant problem that is discovered late in a product’s 
development. Often, it is a test that reveals the problem. The “churn” refers to the 
additional — and unanticipated — time, money, and effort that must be invested to 
overcome the problem. Problems are most serious when they delay product delivery, 
increase product cost, or “escape” to the customer. The discovery of problems in test- 
ing conducted late in development is a fairly common occurrence on DOD programs, 
as is the attendant late-cycle churn. Often, tests of a full system, such as launching 
a missile or fljdng an aircraft, become the vehicles for discovering problems that 
could have been found out earlier and corrected less expensively. When significant 
problems are revealed late in a weapon system’s development, the reaction — or 
churn — can take several forms: extending schedules to increase the investment in 
more prototypes and testing, terminating the program, or redesigning and modifying 
weapons that have already made it to the field. While DOD has found it acceptable 
to accommodate such problems over the years, this will be a difficult proposition for 
the FCS given the magnitude of its cost in an increasingly competitive environment 
for investment funds. 

The Army has made some concrete progress in building some of the foundation 
of the program that will be essential to demonstrating capabilities. For example, the 
System-of-Systems Integration Lab — where the components and systems will be 
first tested — has been completed. Initial versions of the System-of-Systems Common 
Operating Environment, the middleware that will provide the operating system for 
FCS software, have been released. Several demonstrations have taken place, includ- 
ing the precision attack munition, the non-line of sight cannon, and several un- 
manned aerial vehicles. 

The Army has embarked on an impressive plan to mitigate risk using modeling, 
simulation, emulation, hardware in the loop, and system integration laboratories 
throughout FCS development. This is a credible approach designed to reduce the de- 
pendence on late testing to gain valuable information about design progress. How- 
ever, on a first-of-a-kind system like the FCS that represents a radical departure 
from current systems, actual testing of all the components integrated together is the 
final proof that the system works both as predicted and as needed. 

Examples of Execution Challenges for Two Key FCS Elements 

The risks the FCS program faces in executing the acquisition strategy can be seen 
in the information network and the manned ground vehicles. These two elements 
perhaps represent the long poles in the program and upon which the program’s suc- 
cess depends. 

Network 

The Joint Tactical Radio System (JTRS) and Warfighter Information Network- 
Tactical (WIN-T) are central pillars of the FCS network. If they do not work as in- 
tended, battlefield information will not be sufficient for the Future Force to operate 
effectively. They are separate programs from the FCS, and their costs are not in- 
cluded in the costs of the FCS. Both JTRS and WIN-T face significant technical 
challenges and aggressive schedules, which threaten the schedule for fielding Fu- 
ture Force capabilities and make their ultimate ability to perform uncertain. 

JTRS is a family of radios that is to provide the high capacity, high-speed infor- 
mation link to vehicles, weapons, aircraft, and soldiers. Because they are software- 
based, they can also be reprogrammed to communicate with the variety of radios 
currently in use. JTRS is to provide the warfighter with the capability to access 
maps and other visual data, communicate on-the-move via voice and video with 
other units and levels of command, and obtain information directly from battlefield 
sensors. JTRS can be thought of as the information link or network to support FCS 
units of action and the combat units on the scene that are engaged directly in an 
operation. In particular, its wideband networking waveform provides the “pipe” that 
will enable the FCS vehicles to see and strike first and avoid being hit. The WIN- 
T program is to provide the information network for higher military echelons. WIN- 
T will consist of ground, airborne, and space-based assets within a theater of oper- 
ations for Army, joint, and allied commanders and provide those commanders with 
access to intelligence, logistics, and other data critical to making battlefield deci- 
sions and supporting battlefield operations. This is information the combat units can 
access through WIN-T developed equipment and JTRS. 


4 GAO, Best Practices: A More Constructive Approach is Key to Better Weapon System Out- 
comes, GAO/NSIAD-00-199 (Washington, DC, July 31, 2000). 
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The JTRS program to develop radios for ground vehicles and helicopters — referred 
to as Cluster 1 — began system development in June 2002 with an aggressive sched- 
ule, immature technologies, and lack of clearly defined and stable requirements. 
These factors have contributed to significant cost, schedule, and performance prob- 
lems from which the program has not yet recovered. The Army has not been able 
to mature the technologies needed to provide radios that both generate sufficient 
power as well as meeting platform size and weight constraints. Changes in the de- 
sign are expected to continue after the critical design review, and unit costs may 
make the radios unaffordable in the quantities desired. Given these challenges, the 
Army has proposed delaying the program 24 months and adding $458 million to the 
development effort. However, before approving the restructure, the Office of the Sec- 
retary of Defense directed a partial work stoppage, and the program is now focusing 
its efforts on a scheduled operational assessment of the radio’s functionality to de- 
termine the future of the program. Consequently, the radio is not likely to be avail- 
able for the first spiral of the FCS network, slated for fiscal year 2008, and surro- 
gate radios may be needed to fill the gap. 

A second JTRS program, to develop small radios including those that soldiers will 
carry (referred to as Cluster 5), also entered system development with immature 
technologies, lack of well-defined requirements, and faces even greater technical 
challenges due to the smaller size, weight, power, and large data processing require- 
ments for the radios. For example, the Cluster 5 program has a requirement for a 
wideband networking waveform despite its demanding size and power constraints. 
In addition, the program was delayed in starting system development last year be- 
cause of a contract bid protest. Consequently, the Cluster 5 radios are not likely to 
be available for the first FCS spiral either. The Army has acknowledged that surro- 
gate radios and waveforms may be needed for the first spiral of FCS. 

The WIN-T program also began with an aggressive acquisition schedule and im- 
mature technologies that are not scheduled to mature until after production begins. 
Backup technologies have been identified, but they offer less capability and most are 
immature as well. In addition, the schedule leaves little room for error correction 
and rework that may hinder successful cost, schedule and performance outcomes. 
More recently, the program strategy was altered to identify a single architecture as 
soon as possible and to deliver networking and communications capabilities sooner 
to meet near term warfighting needs. Specifically, the Army dropped its competitive 
strategy and is now having the two contractors work together to develop the initial 
network architecture. A plan for how to develop and field capabilities sooner is still 
to be determined. 

Manned Ground Vehicles 

FCS includes eight manned ground vehicles, which require critical individual and 
common technologies to meet required capabilities. For example, the Mounted Com- 
bat System will require, among other new technologies, a newly developed light- 
weight weapon for lethality; a hybrid electric drive system and a high-density en- 
gine for mobility; advanced armors, an active protection system, and advanced sig- 
nature management systems for survivability; a Joint Tactical Radio System with 
the wideband waveform for communications and network connection; a computer- 
generated force system for training; and a water generation system for sustain- 
ability. At the same time, concepts for the manned ground vehicles have not been 
decided and are awaiting the results of trade studies that will decide critical design 
points such as weight and the type of drive system to be used. Under other cir- 
cumstances, each of the eight manned ground systems would be a major defense ac- 
quisition program on par with the Army’s past major ground systems such as the 
Abrams tank, the Bradley Fighting Vehicle, and the Crusader Artillery System. As 
such, each requires a major effort to develop, design, and demonstrate the indi- 
vidual vehicles. 

Developing these technologies and integrating them into vehicles is made vastly 
more difficult by the Army’s requirement that the vehicles be transportable by the 
C-130 cargo aircraft. However, the C-130 can carry the FCS vehicles’ projected 
weight of 19 tons only 5 percent of the time. In 2004, GAO reported a similar situa- 
tion with the Stryker vehicles. The 19-ton weight of these vehicles significantly lim- 
its the C-130’s range and the size of the force that can be deployed.® Currently, FCS 
vehicle designs are estimated at over 25 tons. To meet even this weight, the ad- 
vanced technologies required put the sophistication of the vehicles on a par with 
fighter aircraft, according to some Army officials. This is proving an extremely dif- 


® GAO, Military Transformation: Fielding of Army’s Stryker Vehicles Is Well Under Way, but 
Expectations for Their Transportability hy C— 130 Aircraft Need to Be Clarified, GAO— 04-925 
(Washington, DC, August 12, 2004). 
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ficult requirement to meet without sacrificing lethality, survivability, and sustain- 
ability. Currently, program officials are considering other ways to meet the C-130 
weight requirement, such as transporting the vehicles with minimal armor and with 
only a minimal amount of ammunition. As a result, vehicles would have to be ar- 
mored and loaded upon arrival to be combat ready. 

FCS Cost and Affordability Still to Be Determined 

The low levels of knowledge in the FCS program provide an insufficient basis for 
making cost estimates. The program’s immaturity at the time system development 
and demonstration began resulted in a relatively low-fidelity cost estimate and open 
questions about the program’s long-term affordability. Although the program re- 
structuring provides more time to resolve risk and to demonstrate progress, the 
knowledge base for making a confident estimate is still low. If the FCS cost estimate 
is not better than past estimates, the likelihood for cost growth will be high while 
the prospects for finding more money for the program will be dim. 

The estimates for the original FCS program and the restructured program are 
shown in table 2 below. 

TABLE 2: INCREASED COST FROM ORIGINAE TO RESTRUCTURED FCS PROGRAM 


2005 BY$ (millions) 

Research and 
Development 

Procurement 

Total 

Original 

Restructured 

Dollar increase 

Percent increase 

18,574 

0 28,007 
9,433 
50.79 

60,647 

79,960 

19,313 

31.84 

-79,836 

107,967 

28,131 

35.24 

Sources: GAO. 

^Both the original and the restructured figures are for about 15 Units of Action {i.e.; 

, 1/3 of the current active force). 



^Includes four originally deferred systems, a lengthened schedule, additional tests, and the addition of the four spirals. 

At this point, the FCS cost estimate represents the position of the program office. 
The Army and the Office of the Secretary of Defense’s Cost Analysis Improvement 
Group will provide their independent estimates for the May 2005 Milestone B up- 
date review. It is important to keep in mind that the FCS program cost estimate 
does not reflect all of the costs needed to field FCS capabilities. The costs of the 
complementary programs are separate and will be substantial. For example, the re- 
search and development and procurement costs for the JTRS (Clusters 1 and 5) and 
the WIN-T programs are expected to be about $34.6 billion (fiscal year 2005 dol- 
lars). 

In addition, by April 2005, the Army has been tasked to provide an analysis of 
FCS affordability considering other Army resource priorities, such as modularity. 
This will be an important analysis given that estimates of modularity costs have 
been put at about $48 billion, and costs of current operations and recapitalizing cur- 
rent equipment have been covered by supplemental funding. 

As can be seen in table 3, substantial investments will be made before key knowl- 
edge is gained on how well the system can perform. For example, by the time of 
the critical design review in 2010, over $20 billion of research and development 
funds will have been spent. 

TABEE 3: ANNUAE AND CUMUEATIVE FCS FUNDING AND PLANNED EVENTS AND ACHIEVEMENTS 

[In millions of dollars] 


Fiscal year 

Annual Research and 
Development Funding 

Cumulative 
Research and 
Development Funding 

Planned Events/Achievements 

2003 

158.9 

158.9 

Systems develcpment and demcnstration Start 

2004 

1,637.3 

1,796.2 

Program restructured 

2005 

2,800.8 

4,597.0 

Ccntract redefinitized 

Milestone B Update 

Updated cast estimate 

2006 

3,404.8 

8,001.8 

Requirements firmed up 

Interim preliminary design review 
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TABLE 3: ANNUAL AND CUMULATIVE ECS FUNDING AND PEANNED EVENTS AND ACHIEVEMENTS— 

Continued 
[In millions of dollars] 


Fiscal year 

Annual Research and 
Development Funding 

Cumulative 
Research and 
Development Funding 

Planned Events/Achievements 

2007 

3,742.0 

11,743.8 


2008 

3,682.3 

15,426.1 

System preliminary design review 

Interim critical design review 

2009 

3,460.0 

18,886.1 


2010 

3,181.5 

22,067.6 

Technologies reach basic maturity; system critical design review 

2011 

2,690.7 

24,758.3 

Design readiness review 

2012 

1,949.6 

26,707.9 

Technologies reach full maturity 

Production decision 

2013 

1,412.0 

28,119.9 

Initial System-of-Systems demonstration 

2014 

1,169.0 

29,288.9 

Initial Operational Capability 

2015 

901.0 

30,189.9 


2016 

111.0 

30,300.9 

Full Operational Capability 


Source: U.S. Army. 


The consequences of even modest cost increases and schedule delays for the FCS 
would be dramatic. For example, a 1-year delay late in FCS development, not an 
uncommon occurrence for other DOD programs, could cost over $3 billion. Given the 
size of the program, financial consequences of following historical patterns of cost 
and schedule growth could be dire. 

ALTERNATIVES TO CURRENT FCS ACQUISITION STRATEGY STILL WARRANT 
CONSIDERATION 

For any acquisition program, two basic questions can be asked. First, is it worth 
doing? Second, is it being done the right way? On the first question, the Army 
makes a compelling case that something must be done to equip its future forces and 
that such equipment should be more responsive but as effective as current equip- 
ment. The answer to the second question is problematic. At this point, the FCS pre- 
sents a concept that has been laid out in some detail, an architecture or framework 
for integrating individual capabilities, and an investment strategy for how to ac- 
quire those capabilities. There is not enough knowledge to say whether the FCS is 
doable, much less doable within a predictable frame of time and money. Yet making 
confident predictions is a reasonable standard for a major acquisition program given 
the resource commitments and opportunity costs they entail. Against this standard, 
the FCS is not yet a good fit as an acquisition program. 

That having been said, another important question that needs to be answered is: 
if the Army needs FCS-like capabilities, what is the best way to advance them to 
the point to which they can be acquired? Efforts that fall in this area — the transi- 
tion between the laboratory and the acquisition prop'am — do not yet have a place 
that has right organizations, resources, and responsibilities to advance them prop- 
erly. 

At this point, alternatives to the current FCS strategy warrant consideration. For 
example, one possible alternative for advancing the maturity of FCS capabilities 
could entail setting the first spiral or block as the program of record for system de- 
velopment and demonstration. Such a spiral should meet the standards of providing 
a worthwhile military capability, having mature technology, and having firm re- 
quirements. Other capabilities currently in the FCS program could be moved out of 
system development and demonstration and instead be bundled into advanced tech- 
nology demonstrations that could develop and experiment with advanced tech- 
nologies in the more conducive environment of “pre-acquisition” until they are ready 
to be put into a future spiral. Advancing technologies in this way will enable knowl- 
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edge to guide decisions on requirements, lower the cost of development, and make 
for more reasonable cost and schedule estimates for future spirals. 

Mr. Chairman, this concludes my prepared statement. I would be happy to answer 
any questions that you or members of the subcommittee may have. 

CONTACTS AND STAFF ACKNOWLEDGEMENTS 

For future questions about this statement, please contact me at (202) 512^841. 
Individuals making key contributions to this statement include Lily J. Chin, Marcus 
C. Ferguson, Lawrence D. Gaston, Jr., William R. Graveline, John P. Swain, Robert 
S. Swierczek, and Carrie R. Wilson.) 120352) 

Senator McCain. Thank you very much. 

Dr. Graham, welcome. 

STATEMENT OF DR. DAVID R. GRAHAM, DEPUTY DIRECTOR, 

STRATEGY FORCES AND RESOURCES DIVISION, INSTITUTE 

FOR DEFENSE ANALYSES 

Dr. Graham. Yes. Thank you. I am with the Institute for Defense 
Analyses (IDA). 

IDA performed an independent review of the FCS management 
last year at the request of the Office of the Secretary of I)efense 
(OSD) and also Acting Secretary Les Brownley of the Army. The 
use of other transaction authority was one of the important focus 
areas of our study. We were asked to identify whether there were 
any unique issues or challenges associated with the use of OTA for 
the program. So we did a detailed review of the agreement between 
the Army and Boeing and also looked in detail at the subcontracts 
that Boeing had written with the, at that time, 24 subcontractors. 
I will briefly summarize the findings that are germane to the pan- 
el’s considerations today. We put together an extract of our report 
for the record, if that is okay. 

Let me speak first to the Army-Boeing agreement. As you said 
in the introduction. Congress created OTA to establish flexibility 
and what OTA does is it gives the participants in a contract the 
ability to put in as much or as little flexibility in the contract as 
the situation merits. 

Now, when we looked at the Army-Boeing agreement, we find 
that it does provide flexibility for managing the program, but in the 
broader scheme of things, this agreement looks very much like a 
traditional Federal Acquisition Regulation (FAR) contract. After re- 
viewing the details of the agreement, we felt — and we told the 
Army this — that we did not think that the agreement that they had 
in place and the way they were managing it created any unusual 
risks for the program. 

I do agree with what Mr. Francis just said. There are a lot of 
technical and programmatic issues, but the use of the agreement 
was not one of the major issues that we raised with the Army. 

This particular agreement is very much like a conventional de- 
fense contract based on the defense acquisition regulations. It in- 
corporates numerous standard defense contracting clauses. These 
include termination rights, disputes resolution clauses, cost ac- 
counting, auditing, and these are the things that are commonly 
viewed as protecting the Government’s interests. There are a large 
number of provisions that are taken directly from the FAR and ref- 
erenced in this agreement. There are also a lot of other areas that 
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would normally be covered in a FAR contract that are addressed 
in this contract using different language. 

We think the Army-Boeing agreement reflects the fact that the 
Integrated Defense Systems Division of Boeing is, in fact, a long- 
standing defense contractor, and they are used to dealing with 
FAR-style contracts and felt comfortable in doing that with the 
Army. 

Senator McCain. Even though OTA was designed to help people 
who were not familiar with contracting with the Department of De- 
fense? 

Dr. Graham. Yes, sir. 

Senator McCain. That was the original reason for OTA? 

Dr. Graham. Yes, sir. 

Senator McCain. But now you are saying it is a good deal be- 
cause they are familiar with defense contracting. 

Dr. Graham. Well, what we concluded is there are two sides to 
this. One is there is a cost of the way this has been executed be- 
cause, as you said, the primary intent of OT was to engage non- 
traditional contractors in defense business. At the time that we 
looked, the program was primarily comprised of traditional defense 
contractors. Now, that may have changed since we looked because 
there are additional rounds of sub-tier contracting that was to be 
done after we took our look at the program. But at the time we did 
it, it was mainly defense contractors. 

The other side of the coin is that the way they have set it up is 
a benefit from the standpoint of insulating the program from the 
criticism that the Army has not put in enough to protect the Gov- 
ernment’s interests. That is our basic bottom line on that. 

Let me turn then to the question of using OTA for production. 
There is no statutory authority today, so if the Army were to desire 
to use OTA for production, they would have to make a business 
case for why that makes sense and is in the country’s interests. 

Senator McCain. Can I make a taxpayers’ protection case? 

Dr. Graham. Yes, sir. No, no. Right. 

Senator McCain. Like gratuities are exempted from here, anti- 
kickback procedures, subcontractor cost or pricing data, price read 
for defective cost or pricing data, penalties for unallowable costs. 
Can I make a case from the taxpayer standpoint that there is a 
reason why we have these on regular contracting? It is protection 
of the taxpayer, and these are excluded in this OTA contract. I can- 
not get access to subcontractor pricing data, unless I subpoena it, 
because this has been exempted from FAR. 

Mr. Bolton. Well, that is not true. 

Senator McCain. The display of the DOD hotline poster. 

You say it is not true? Well, I will be glad to 

Mr. Bolton. On contract — in fact, you will find when you read 
through the agreement, there is a FAR clause for CAS, which is 
the standard cost accounting system. 

Senator McCain. Are there penalties for unallowable costs? 

Mr. Bolton. Yes, there are. 

Senator McCain. You are sure of that. 

Mr. Bolton. Yes, sir. 

Senator McCain. That is not the information I have, and we will 
debate it. Let me let Dr. Graham finish. Okay? 
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Dr. Graham. You are absolutely right. Again, it comes down to 
this tradeoff that we spoke about. 

Senator McCain. This is an Army document, by the way, that I 
am reading from, Mr. Secretary. 

Mr. Bolton. I understand that, sir. 

Senator McCain. Go ahead. 

Dr. Graham. What case could the Army make for using OTA in 
production? It basically comes down to does it give access to non- 
traditional suppliers who are important for executing the FCS pro- 
gram or are able to supply technologies that are useful to support 
this spiral-out strategy that we were talking about. 

As I said earlier, what we found is that since the Army has 
taken such a conservative approach in implementing this agree- 
ment and since the program at the time that we looked at it was 
comprised mainly of traditional defense contractors who are used 
to operating with the FAR, what we told the Army was that it 
would be a tough case to make on a practical matter as to why 
OTA would be needed for production with the FCS program. 

I would say the jury really is out on that. There could be cases 
that would come up where it would seem to make sense. 

[The prepared statement of Dr. Graham follows:] 

Prepared Statement by Dr. David R. Graham 

The Institute for Defense Analyses (IDA) reviewed the management of the Future 
Combat System (FCS) program at the request of the acting Secretary of the Army 
and the Office of the Under Secretary of Defense (Acquisition, Technology, and Lo- 
gistics) to identify “weaknesses in procedures, policies, or practices that could im- 
pact Future Combat System program development efforts.” The review addressed a 
number of specific questions posed by the Army’s senior leadership. In addition, the 
acting Secretary of the Army tasked IDA^ to identify any other issues that might 
pose risks to the successful execution of the program. 

The fact finding for this review was performed between February and June 2004. 
IDA observed ongoing FCS management activities, including the FCS Quarterly 
Management Review in March and the Design Concept Review in June. The study 
team conferred frequently with government and Lead System Integrator (LSI) offi- 
cials. Boeing granted IDA access to the FCS Advanced Collaborative Environment, 
which provided essentially unlimited access to the program management informa- 
tion available within that computer database. Our findings are based on the man- 
agement information developed by the program; IDA did not perform original as- 
sessments in such areas as system performance, technology feasibility, cost, or 
schedule. 

As IDA performed this review of FCS management issues, the Army undertook 
a separate, close-hold programmatic review of FCS, resulting in a decision in late 
July to restructure the program. Although the IDA team was provided an overview 
after the restructuring was formally announced, we were not tasked to assess this 
action; our review of the restructuring plan was confined to determining whether 
our original findings and recommendations required any adjustment. 

IDA’s findings and recommendations were presented to the Army and the Office 
of the Secretary of Defense (OSD) in our August 2004 report. Presented here are 
IDA’s findings concerning the terms and conditions of the agreement between the 
Army and Boeing, and IDA’s response to the Army’s request that we assess the suit- 
ability of using Other Transactions Authority, should Congress allow it, for the pro- 
duction phase of FCS. 


^This statement is based on the IDA study report for this task. David R. Graham, Amy A. 
Alrich, Richard P. Diehl, Forrest R. Frank, Anthony C. Hermes, Robert C. Holcomb, Dennis 0. 
Madl, Michael S. Nash, J. Richard Nelson, Gene Porter, David A. Sparrow, and Michael D. 
Spies, IDA Review of FCS Management, (Alexandria, Virginia, Institute for Defense Analyses, 
IDA P-3929), August 2004. 
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USE OF OTHER TRANSACTIONS AUTHORITY AS THE BASIS FOR THE ARMY-BOEING 

AGREEMENT 

Congress created other transactions authority (OTA) to increase the government’s 
flexibility to contract with firms that are not accustomed to doing business with the 
Federal Government. The original goals underl 3 dng the 1989 legislation were to: 

• Contribute to a broadening of the technology and industrial base avail- 
able for meeting Department of Defense needs; 

• Foster within the technology and industrial base new relationships and 
practices that support the national security of the United States; and, 

• Encourage commercial firms to join with the government in the advance- 
ment of dual-use technologies.^ 

Congress originally authorized only the Defense Advanced Research Project Agen- 
cy (DARPA) to enter into OTA agreements on a test basis for research and develop- 
ment related to weapons systems. That authority was to be used only when a con- 
tract, grant, or cooperative agreement was not feasible or appropriate. It also re- 
quired that the non-governmental party contribute at least 50 percent of the fund- 
ing. 

In the 1994 Defense Authorization Act (Section 845), Congress extended this au- 
thority to include DARPA prototyping projects that were directly relevant to pro- 
posed weapons and weapons systems.^ Congress also eliminated the cost share re- 
quirement and the limitation on its use to cases where a “contract, grant, or cooper- 
ative agreement was not feasible or appropriate.” The Defense Authorization Act of 
1997 (Section 804) extended this authority to the military departments."^ 

Because a considerable body of Federal procurement law applies only to contracts, 
grants, and cooperative agreements. Other Transactions Authority provides a legal 
basis for government agencies to use agreement (contract) forms and clauses (terms 
and conditions) that are not governed by those laws and regulations. In particular. 
Federal Acquisition Regulation (FAR) clauses that are not essential to a particular 
situation may be excluded, replaced by locally crafted clauses, or modified to meet 
the particular needs of the parties. 

OTA provides the capability to create an agreement that is carefully and closely 
crafted for the specific transaction, without the inclusion of nonessential verbiage. 
However, it also creates the possibility that important issues normally addressed by 
standard clauses may be omitted. Critics of the OTA see risks in the flexibility af- 
forded by OTA and prefer the prescribed format of a FAR-regulated contract as a 
strength, because this structure has been established in law and regulation based 
on decades of experience. 

The flexibility provided by OTA is illustrated by contrasting the agreements that 
governed the concept and technology development (CTD) and system development 
and demonstration (SDD) phases of FCS. Both agreements — the first awarded by 
DARPA and the second by the Army — were structured and awarded under the au- 
thority of Section 845, Public Law 104-201, as amended. Both follow the overall for- 
mat established by DARPA in its 2002 DARPA-Boeing CTD agreement. A few sta- 
tistics suggest the degree of difference: 

• The DARPA OTA agreement is 30 pages, with an additional 8 pages of 
attachments, with a value of $130 million;® 

• The Army-Boeing agreement is 81 pages, plus a Statement of Work (At- 
tachment 1) of 28 pages, and Attachments 2 through 14, which total an ad- 
ditional 195 pages, with a value of $14.8 billion.® 

The Army-Boeing Agreement 

The Army-Boeing agreement provides for flexibility in managing FCS, but overall 
it implements a very conservative approach for emplo 3 dng OT authority, and as a 
consequence is very much like a conventional defense contract based on the Federal 
Acquisition Regulations. The top half of Table 1 summarizes selected provisions 
dealing with such key issues as cancellation, dispute resolution, cost management 


^See 10 U.S.C. § 2371(h)(2) and 139 Congressional Record S11158, S11288 (daily edition, Sep- 
tember 9, 1993). 

^Section 845 of the Defense Authorization Act for Fiscal Year 1994: Public Law Number 103- 
160, 107 Stat. 1547 (1993). Section 845 authority initially extended only until the end of fiscal 
year 1998. The National Defense Authorization Act for Fiscal Year 1999 extended that authority 
through September 30, 2001. 

"‘P.L. 104-201, 110 Stat. 2422, 2605 (1996). 

® Agreement number MDA972-02— 9-0005, Order numbers M995/00 and N196/00. 

® Agreement number DAAE07— 03-9— FOOl, Modification number PZ0007. 
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and reporting, change control, and data rightsJ This agreement makes extensive 
use of standard government contractual terms and conditions. Some provisions are 
taken verbatim from the FAR; others have been modified after negotiation between 
the government and Boeing. (By contrast, the earlier CTD-phase agreement includes 
no FAR clauses and incorporated none by reference.) 
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The form of the Army-Boeing agreement at least in part reflects the fact that Boe- 
ing Integrated Defense Systems is an experienced defense contractor. Unlike the 
nontraditional or commercial firms that OT authority was created to address, 
Boeing’s defense business operations are adapted to a FAR-based style of con- 
tracting; Boeing management, at least in its defense business, apparently considers 
the FAR framework to be a “best practice.” 

Table 1 also summarizes the flow-down provisions for the Tier 1 subcontractors. 
While the OTA gave Boeing the flexibility to adopt innovative contractual forms, 
Boeing officials told the study team that they followed government contracting prac- 
tices because these were well-understood by the participants t predominantly large, 
traditional defense contractors. The “nontraditional” suppliers are iRobot from Bur- 
lington, MA ($25.2 million) and Austin Information Systems from Austin, TX ($56.6 
million). Although there eventually may be others at the lower tiers, for now, the 
$14.78 billion is being shared almost entirely by defense industry giants. 

A review of the subcontracts awarded by Boeing and SAIC to Tier 1 subcontrac- 
tors shows that those subcontracts largely follow the conventions of traditional de- 
fense contracts, including format. Boeing terms and conditions come from a stand- 


"^The FCS agreement was shaped through Army-Boeing negotiations. Initial Army drafts in- 
cluded over 120 FAE/DFARS clauses. Incorporated by reference within the Army-Boeing agree- 
ment are 24 FAR clauses and 16 DFARS clauses. Additionally, a review of the agreement 
clauses themselves shows that local clauses relate to the subject matter of 63 additional terms 
and conditions that would be required to be included as clauses within a cost reimbursement 
research and development FAR contract. See FCS Other Transaction Agreement, Information 
Briefing, Use of FAR/DFARS Clauses in FCS Other Transaction Agreement for System Develop- 
ment and Demonstration, dated 25 April 2003. 
















387 


ard list, are accessible through their web site, and are generally of the same scope, 
complexity, and breadth of coverage as the FAR system.® 

The lower half of Table 1 identifies some of the provisions that provide flexibility 
for managing the FCS program. The Army-Boeing agreement provides additional 
flexibility through the creation of the Integrated Product Team (IPT) structure, the 
specification definition process, and the subcontracting system employed. 

Observations 

The Army’s conservative approach in creating the FCS agreement does much to 
defuse potential criticism — often heard in the past with respect to programs oper- 
ating under an OTA agreement — that the use of an agreement based on OTA cre- 
ates special risks for the program. Moreover, Boeing liberally used standard FAR 
and DFARS clauses in its subcontracts — all of which are in standard FAR format. 

POTENTIAL USE OF OTHER TRANSACTIONS AUTHORITY FOR FCS PRODUCTION 

The potential benefits of employing Other Transactions Authority in the produc- 
tion phase of any program are expected to be: 

• Attracting non-traditional suppliers, thereby broadening the technology 
and industrial base available for meeting Department of Defense needs; 

• Fostering new relationships and practices that improve efficiency and ef- 
fectiveness; 

• Reducing costs by eliminating unnecessary FAR-required cost drivers. 

Language has been added to bills being drafted by various congressional commit- 
tees to extend OT authority to production phases, but that language has not sur- 
vived committee mark-ups. While Congress has supported the employment of OTA 
in appropriate contexts, it does not view OT authority as a substitute for, or as a 
way to circumvent, standard contracting processes and procedures. In particular, 
the committees responsible for extending the authority in the National Defense Au- 
thorization Act for Fiscal Year 1999 were concerned that OT authority be used in 
a limited manner: 

“[Slection 845 authority should only be used in exceptional cases where it 
can be clearly demonstrated that a normal contract or grant will not allow 
sufficient access to affordable technologies. The Conferees are especially 
concerned that such authority not be used to circumvent the appropriate 
management controls in the standard acquisition and budgeting process.”® 

The relevance and desirability of an OTA agreement for the FCS production phase 
will depend on the potential availability and the production readiness of nontradi- 
tional suppliers at various tiers. There may be instances where “nontraditional” sup- 
pliers might find it attractive to support the FCS production program if they could 
do so under an OTA agreement structured to provide relief from clauses typically 
considered onerous by non-traditional contractors. The Army-Boeing agreement il- 
lustrates that there is considerable flexibility to create an agreement that protects 
government interests, whether by using traditional FAR language or by developing 
new language specifically crafted to suit the transaction. Prudent use of the OTA 
conceivably could make the defense marketplace more attractive to potentially valu- 
able suppliers. An OTA agreement also might be a viable contracting framework to 
support “spiral out” development strategies for FCS concepts and capabilities for use 
by current forces. IDA has not discovered anything to indicate that this is the case 
within the current FCS program, however. Indeed, the Army’s conservative use of 
OTA in establishing the current FCS OTA agreement will make it difficult for the 
Army to present a fully developed business case for expanding the current OT au- 
thority beyond the prototype development threshold. 

Future Competition for Production in the FCS Program 

Whether competition for FCS production will prove to be the most cost-effective 
acquisition approach will depend on a number of program factors that remain to be 


®The subcontracts follow the format of FAR 15.204—1. Moreover, Boeing uses standard con- 
tract terms and conditions, which incorporate by reference numerous FAR and Defense Federal 
Acquisition Regulation Supplement (DFARS) clauses. The subcontracts incorporate by reference 
the FAR and DFARS provisions and clauses incorporated by reference within the OTA, and also 
take account of others not included (e.g., FAR 52.246—15 Certificate of Conformance, 52.247— 
34 F.O.B Destination, 52.245-17 Special Tooling). 

®The Final Report of the Integrated Product Team on the Services’ Use of 10 U.S.C. §2371 
“Other Transactions” and 845 Prototype Authorities, dated June 10, 1996. Quote extracted from 
Department of Defense Other Transactions: An Analysis of Applicable Laws, A Project of the 
Ad Hoc Working Group on Other Transactions Section of Public Contract Law, American Bar 
Association, 2000, quoting H.R. Conference Report Number 105-736, at 590 (1998). 



388 


determined. In general, the desirability and feasibility of sustaining an option for 
future competition for FCS production depends on three factors: 

• First, there has to be a viable industrial base that is sustaining alter- 
native suppliers. Most of the major defense contractors are already partici- 
pating in their respective areas of expertise, which may restrict the Army 
to a competition for relative program shares among the current team mem- 
bers, at least in Tier 1 commodities. At the 2nd tier and below, it is still 
too early to assess the potential for follow-on competition because the 
source selections have not yet been made. 

• Second, preserving the option for competition requires an investment to 
provide adequate technical data, accompanied by appropriate government 
rights. 

• Third, the competitive process itself requires significant investments of 
time and resources. 

These three factors, in combination, argue that the cost-effective competitive 
strategy will depend on a number of variables that remain to be defined. So, it is 
premature to commit to a particular course of action at this early stage of the pro- 
gram. At the same time, preserving the option for future competition would require 
the Army to act now to ensure that it will receive, through Boeing, sufficient access 
to the technical data needed to support a competition for production. 

At the LSI level, the OTA agreement lays the groundwork for Boeing to continue 
as the LSI through initial production and into full-rate production: 

• There are references to a subsequent production contract with Boeing 
throughout. 

• Boeing’s incentive fee structure is predominantly weighted (3.5 of 5 per- 
cent) toward the two initial production decision reviews.^^ 

• Research and development (R&D) incentives are geared to production 
costs. 

• Defense Federal Acquisition Regulation Supplement (DFARS) clauses are 
incorporated into the OTA agreement in contemplation of Boeing’s and its 
subcontractors’ continuance into production, including long-lead-item pro- 
curements initiated during the SDD phase, 

• Section 3 of the Statement of Work ^ contains subparagraphs related to 
production operations planning and product assurance and other post-SDD 
requirements. 

At the subcontractor level, the Army has taken the position that it has secured 
adequate rights to access all of the necessary technical information. But, we found 
some ambiguity on the status of government rights to technical data associated with 
future system support as well as future competition for FCS production. We there- 
fore recommended that the Army review the current provisions of the Boeing agree- 
ment to confirm that it will have access to the needed technical data. 

Senator McCain. Thank you, Dr. Graham. Could I express my 
appreciation not only for you hut IDA, which I think has done tre- 
mendous work for all Americans, but particularly Congress, and 
your interaction with DOD I think has been very important. I 
thank you for all the great work that IDA has done. 

Mr. Boehm. 

STATEMENT OF KENNETH F. BOEHM, CHAIRMAN, NATIONAL 
LEGAL AND POLICY CENTER 

Mr. Boehm. Mr. Chairman, I want to thank you for this oppor- 
tunity to testify. I am Ken Boehm with the National Legal and Pol- 
icy Center. We promote accountability in public life and in the Gov- 
ernment, and we have been critical of Boeing in recent months be- 
cause of their role in the numerous procurement scandals. One of 
our earliest entries into this was when we had uncovered the finan- 


See Article III, paragraph B of the Agreement. 

See Article VII of the Agreement. 

See Paragraph 11 b(2), Article VII of the Agreement. 
See Article XXXII of the Agreement. 

1^ See Attachment 1 to the Agreement. 
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cial conflicts of interest with Darleen Druyun and filed a complaint 
with the Inspector General (IG). It was on the front page of the 
Wall Street Journal, and as a result, a month later she was fired 
by Boeing. 

Senator McCain. I was taking credit for that, Mr. Boehm. 
[Laughter.] 

Mr. Boehm. Well, there is plenty of credit for you on all this 
stuff. But, we had actually found Ms. Druyun’s daughter’s employ- 
ment, and I think she had sold her house to John Judy who was 
a Boeing executive employed in the tanker deals, if I am not mis- 
taken. But that was a coincidence. 

In any case, we looked at the Future Combat Systems program. 
Our first red flag was we had trouble even getting a copy of the 
other transaction agreement. I filed a Freedom of Information Act 
(FOIA) and was told by the FOIA officer something I had never 
heard after filing more than 1,000 FOIAs in my 20-year career of 
doing this sort thing, and that was that Boeing objected to us hav- 
ing a copy. But they could not cite any particular exemption within 
FOIA to get it. So we did get it, and when we looked at it, it con- 
firmed, I would say, our worst suspicions. 

There are four factors, very briefly, to look at, underscoring the 
problems with the use of this particular type of agreement. 

First, everyone acknowledges that the FCS is a high-risk project. 
The GAO said so in an excellent analysis written by Mr. Francis 
last April that there were significant risks. If you read the OTA 
itself, which I had the joy of going through week after week, you 
will see that they state in there that there are significant risks as- 
sociated with the project and, of course, followed it up with a line 
that this should, in fact, be the reason to allow maximum oppor- 
tunity for the LSI to earn fees, the LSI being Boeing in this case. 

Perhaps the best single sentence describing how important this 
element of risk is in FCS was made by Congressman Curt Weldon 
over in the House Armed Services Committee, chairing the Coun- 
terparts Subcommittee, when he said last year: “If FCS experiences 
the technical difficulties that every major development program 
seems to experience, the cost overruns will consume the Army 
budget.” That is the risk in a sentence. 

The second factor, Boeing is an exceptionally poor choice for lead 
system integrator. It makes a risky or a high-risk project even 
riskier for all the obvious reasons. Trust is an important element 
of any LSI arrangement. A lead system integrator has to have the 
trust of the Government because they are taking over the Govern- 
ment’s management role. 

But it also has to have the trust of the other firms that are com- 
peting, the other defense firms that are supplying, because as lead 
system integrator, they have access to the proprietary information 
of these companies, which in other contexts are their competitors. 
If you think back, you do not have to look too far to see that Boeing 
has not arguably the worst record in terms of being sticky-fingered 
with its competitors’ proprietary information, but the worst record. 

In a quick review, one of them in particular I would like to stress 
is when Boeing was the lead system integrator in missile defense. 
They improperly used some Raytheon proprietary information. 
They were forced out of the competition. But if you read the GAO 
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report on that particular incident, you see that the Army rec- 
ommended debarment of the Boeing unit. That did not happen. So 
here you have a company that abused its LSI position in a very 
major way, a substantial way, in the Raytheon case, and yet was 
selected by the same Army knowing this as lead system integrator 
in their highest-risk project. That shows a lapse in judgment. 

Second, you look at the Lockheed case where they got a hold of 
40,000 of their competitors’ documents. The Air Force said this was 
“a significant and substantial violation of Federal law.” They got 
the longest suspension of any major defense contractor, 20 months, 
and they also paid fines or penalties in terms of lost contract of 
something like $1 billion. So they are breaking all kinds of records. 

Of course, we know in the Airbus case Darleen Druyun, on the 
day of her sentencing, it was released by Mr. McNulty that she had 
admitted giving proprietary pricing information to Boeing that be- 
longed to Airbus. 

The third factor is these OTAs were meant for nontraditional de- 
fense contracts. You see this everywhere. You see it in congres- 
sional statements. You see it in IG reports. You see it in GAO. It 
was meant to attract nontraditional defense contractors to work for 
the Defense Department because the Defense Department needed 
their technology. 

Here is the statement from a recent GAO report on defense ac- 
quisitions stating this rationale. “In an era of shrinking defense in- 
dustrial base and new threats, DOD views other transaction proto- 
type authority as a key to attracting nontraditional defense con- 
tractors.” 

Well, Boeing hardly fits the description, and they are the second- 
largest defense contractor in the country. You look down the list of 
all of the other firms, and you will find very little. In the IDA re- 
port that was discussed, they have this statement. “One intended 
benefit of OT authority, attracting nontraditional suppliers, has not 
been realized to date; the initial round of subcontracts has gone al- 
most exclusively to traditional defense suppliers.” 

When you look at the funding, if you look at the pie charts for 
the funding, very, very little goes to anything that remotely could 
be considered a nontraditional defense contractor. 

Fourth and final, in terms of most important factors, OTAs pro- 
vide less accountability and oversight. They minimize oversight 
and accountability in almost every way you can imagine. This was 
their purpose. It was meant as a tradeoff to get these nontradi- 
tional firms in. It was not meant for very large, high-risk pro- 
grams. There has been criticism through the years. 

In 1999, when Congress extended OTA’s authority, they said the 
following, “It should only be used in exceptional cases where it can 
be clearly demonstrated that a normal grant or contract will not 
allow sufficient access to affordable technologies. The conferees are 
especially concerned that such authority not be used to circumvent 
the appropriate management controls in the standard acquisition 
and budgeting process.” In other words, be careful. 

There are approximately 20 statutes that apply to defense con- 
tracts that are exempt, and unless they are added back in, piece- 
meal or in whole, they do not exist there. I have included a list of 
the statutes in exhibit B. It tracks the list found in the Defense De- 
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partment’s own OTA guide that has come out perennially, and it 
is also based on some research of an excellent study, the only excel- 
lent private study, by the American Bar Association on other trans- 
actions, where they warn virtually, as the theme of the book, you 
have to be extraordinarily carefully if you are stripping these out 
for the benefit of the taxpayer, for the benefit of oversight and ac- 
countability. In effect, you are taking something meant for a small, 
high-tech project and giving it to major defense contractors. When 
you consider the statutes that are stripped out and you look at 
their legislative history, they were put in there because major de- 
fense contractors abused their position of trust. So to strip them 
out willy-nilly or in the quantity they were stripped out here really 
raises the risk. 

We went through the 81-page OTA. That is all it is, the one that 
was signed in December 2003. It had exhibits, but it was 81 pages. 
I recall, as a lowly yeoman 30 years ago, it would take that much 
paperwork to order boxed lunches for people to fly and so forth. But 
it is 81 pages. 

You look through it. There are some severe problems. Some acts 
are not in there at all. The Procurement Integrity Act does not 
apply at all to the PCS. This law sets rules for procurement offi- 
cials who are contacted by a defense contractor for future employ- 
ment, and it provides for a 1-year ban on accepting compensation. 
It seems like this issue has been in the news lately involving the 
LSI in this case. 

Another example of a law that does not apply at all is the Truth 
in Negotiations Act (TINA). It requires accurate disclosure to the 
Government of a defense contractor’s pricing and costs. It has been 
a long problem in the defense community and with Boeing, you can 
go back to the mid-1980s when they were caught charging the Air 
Force $748 for a pair of pliers you can get in any hardware store 
for a little over $7. It goes as recently as the Airborne Warning and 
Control System (AW ACS) case where they found millions of dollars 
in what they called excess profits. 

On and on it goes in terms of what is stripped out, but the bot- 
tom line is this, it is essentially a type of contracting form that 
minimizes oversight and accountability. Considering who you are 
dealing with here, considering it is a high-risk project, considering 
how important it is to the Army’s development budget, to minimize 
accountability and oversight seems to be 180 degrees away from 
where the public needs to be vis-a-vis this type of arrangement. 

The best recommendation I can say at this point where Boeing 
is already in as LSI, we are already underway in this. I do not see 
any alternative to Congress intensifying its oversight because the 
oversight is lacking in the arrangement that is in hand. It is a rec- 
ipe for disaster. We are already starting to see that. 

But one of the things that needs to be done is a truly inde- 
pendent legal review of the FCS OTA to identify in every signifi- 
cant way how it fails to meet the standards accountability in a 
standard defense procurement contract. This should be a statute- 
by-statute review and it needs to propose modifications to increase 
oversight and accountability. 

Similarly, there ought to be a look at the financial and fee struc- 
ture of the FCS program because Boeing is being compensated for 
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a type of an arrangement where the fact of the matter is a lot of 
the business risk of this has been stripped away. This is not a reg- 
ular defense contract. It should not call for regular fees, and their 
fee arrangement is quite generous. 

Then to the degree the Government can modify in any way the 
existing program, they should try to do so. Whatever objections 
Boeing may have to such a modification I think pale next to the 
risks the Government is taking by not asserting its right to protect 
its interests. There are legitimate ways to increase oversight. I 
think they need to be taken. 

But in conclusion, I would just say this. The most ethically chal- 
lenged defense contractor in the country is now in charge of the 
most expensive high-risk defense program using an agreement that 
minimizes oversight and accountability. If that does not call for in- 
creased oversight, what does? 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Boehm follows:] 

Prepared Statement by Kenneth F. Boehm 

Mr. Chairman and members of the subcommittee, thank you for this opportunity 
to testify. 

My name is Ken Boehm and I serve as Chairman of the National Legal and Policy 
Center (NLPC). My legal center promotes accountability in public life and has been 
critical of the actions of the Boeing Company during the recent series of defense pro- 
curement scandals. In October 2003, NLPC filed a complaint with the Defense De- 
partment’s Office of Inspector General detailing former Air Force official Darleen 
Druyun’s ties to Boeing through her daughter’s job with that company and the sale 
of her house to a Boeing official while she was overseeing significant acquisition 
matters for the Air Force involving Boeing. ^ 

The complaint went on to question whether Druyun was negotiating for future 
employment with Boeing while she was representing the Air Force in multi-billion 
dollar business issues affecting Boeing contracts. 

The next day, the Wall Street Journal ran a front-page story on the NLPC com- 
plaint, “Air Force Ex-Official Had Ties to Boeing During Contract Talks,” and Boe- 
ing disingenuously told the media that Druyun was not working on the tanker deal 
as part of her employment for Boeing.^ The Air Force weighed in with an equally 
disingenuous statement to the effect that Druyun had recused herself from decisions 
affecting Boeing but declined to specify when Druyun had recused herself. 

The following month Boeing terminated employment for both Darleen Dru3ain and 
its Chief Financial Officer Michael Sears, citing violation of the company’s stand- 
ards in the hiring of Druyun.® 

Today, Darleen Druyun is in Federal prison and Michael Sears will be entering 
Federal prison shortly, both in connection with their conspiracy to violate conflict 
of interest laws. 

NLPC turned its attention to the Army’s Future Combat Systems program be- 
cause it was the largest military procurement project involving Boeing and — much 
like the tanker case — featured many anomalies which appeared to favor Boeing at 
the expense of the Army. 

The conclusion reached was that while there appeared to be a consensus that the 
Future Combat System (FCS) program was high risk because of its ambitious plan 
to coordinate so many as yet undeveloped technologies into a coordinated weapons 
program of the future, these risks were compounded by the decision to use Boeing 
as the Lead System Integrator and to structure the legal agreement for FCS 
through a wholly inappropriate Other Transaction Agreement (OTA) in a way that 
minimized oversight and accountability. 


^See Letter to Defense Department Inspector General and Defense Criminal Investigative 
Service, October 6, 2003, at www.nlpc.org. 

® See “Air Force Ex-Official Had Ties to Boeing During Contract Talks,” The Wall Street Jour- 
nal, October 7, 2003, p. 1. 

®See, e.g., “Boeing Dismisses Two Exeucitve for Unethical Conduct,” Boeing news release. No- 
vember 24, 2003, available at http://www.boeing.com/news/releases/archive2003.html. 
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The OTA exempted Boeing from most of the standard statutes which apply to 
major military procurement contracts to deter waste, fraud and abuse. Moreover, 
the use of an OTA in the FCS program was unprecedented insofar as OTAs were 
intended by Congress to attract nontraditional suppliers to deal with the Defense 
Department without the cost of the bureaucratic procedures associated with major 
defense contracts. Even a cursory examination of the FCS program shows that the 
highest amount of funding by far goes to Boeing with very little to any nontradi- 
tional suppliers and the $20 billion cost of the FCS development phase dwarfs any 
previous use of an OTA for prototype development purposes. 

FCS: A HIGH RISK PROJECT 

“FCS is at significant risk for not delivering required capability within 
budgeted resources. Three-fourths of FCS’ needed technologies were still 
immature when the project started.” 

Paul Francis, Director, Acquisition and Sourcing Management, GAO 
There is a consensus that the FCS is an ambitious project which faces significant 
risks. This view has been expressed in both legislative hearings and within the de- 
fense community. 

Even the FCS Other Transaction Agreement signed on December 10, 2003, ac- 
knowledged: 

“The complexities and risk associated with the FCS system development 
and demonstration (SDD) Increment I Program are significant.”® 

Among the risk factors cited by the GAO’s acquisition expert, Mr. Paul Francis, 
in testimony to the House of Representatives’ Subcommittee on Tactical Air and 
Land Forces of the Committee on Armed Services on April 1, 2004, were the fol- 
lowing: 

• The first FCS prototypes will not be delivered until just before the pro- 
duction decision. 

• Full demonstration of FCS’ ability to work as an overarching system will 
not occur until after production has begun. This demonstration assumes 
complete success — including delivery and integration of numerous com- 
plementary systems that are not inherently a part of FCS but are essential 
for FCS to work as a whole. When taking into account the lessons learned 
from commercial best practices and the experiences of past programs, the 
FCS strategy is likely to result in cost and schedule consequences if prob- 
lems are discovered late in development. 

• Because the cost already dominates its investment budget, the Army may 
find it difficult to find other programs to cut in order to further fund FCS.® 

These conclusions were explicitly understood by the Chairman of the House 
Armed Services Subcommittee on Tactical Air and Land Forces when the GAO pre- 
sented its findings at a hearing on April 1, 2004. Chairman Curt Weldon (R-PA) 
summed up the problem succinctly when he stated, “If FCS experiences the tech- 
nical difficulties that every major development program seems to experience, the 
cost overruns will consume the Army budget.”'^ 

Representative John Spratt (D-SC) accepted this assessment as well when he told 
Army Lt. Gen. Joseph Yakovac, who testified about the program as deputy to the 
Army acquisition secretary, “I can’t think in the 23 years I’ve sat here of a system 
more fraught with risk. It’s going to be a Herculean task to bring it together on the 
ambitious schedule you’ve set.”® 

The technological challenges were summed up by Chairman Weldon at the hear- 
ing when he stated: 

“Unfortunately, however, the Future Combat Systems program also carries 
high risk. The Army has never managed any program the size and com- 
plexity of FCS. Eighteen systems, 32 critical technology areas, 34 million 


^See Defense Acquisitions: The Army’s Future Combat System’s Features, Risks, and Alter- 
natives, by Paul Francis, Director, Acquisition and Sourcing Management, April 1, 2004, GAO- 
04-635T. 

®See Agreement Between the Boeing Company and U.S. Army Tank-Automotive and Arma- 
ments Command Concerning Future Combat Systems System Development and Demonstration 
Phase, Agreement No. DAAE07-03-9-F001, at page 14. 

®See Defense Acquisitions: The Army’s Future Combat System’s Features, Risks, and Alter- 
natives, by Paul Francis, Director, Acquisition and Sourcing Management, April 1, 2004, GAO- 
04-635T. 

"^See “GAO hoists red flag over costly Boeing Army project,” by Darrell Hassler and Tony 
Capaccio, Bloomberg News, The Seattle 'Times, April 2, 2004, p. El. 

®See Id. 
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lines of code, 129 trade studies, 157 programs being developed independent 
of FCS, and all in 51/2 years.”® 

While the testimony of GAO Acquisition and Sourcing Management Director Paul 
Francis has already been cited, his analysis of the underlying management judg- 
ment associated with the FCS program was especially harsh: 

“In our more than 30 years of analyzing weapons systems, we have not 
found concurrent strategies to work, particularly when advanced tech- 
nologies are involved. Delaying the demonstration of knowledge results in 
problems being discovered late in development. FCS is susceptible to such 
problems as a demonstration of multiple technologies, individual systems, 
the network and the system of systems will all culminate late in develop- 
ment and early production.” i® 

Mr. Francis further concluded that even modest delays and cost increases could 
end up costing the government billions of dollars and that such funds would be very 
difficult to find since the FCS was already consuming such a considerable portion 
of Army funding. 

BOEING: A HIGH RISK LEAD SYSTEM INTEGRATOR FOE FCS 

The FCS program — which the Army has called its “greatest technological and in- 
tegration challenge ever undertaken” — is a system of manned and unmanned 
ground vehicles, air vehicles, and munitions all connected with a cutting-edge com- 
munications and information system. Boeing became the Lead System Integrator on 
the SDD phase of FCS when it received, along with partner Science Applications 
International Corp. (SAIC), $14.8 billion to oversee the 8-year effort in December 
2003.12 In August 2004, a modification to FCS added $6.4 billion to the cost of the 
program, i® 

Boeing’s initial selection as Lead System Integrator (LSI) for FCS “shocked de- 
fense observers” n and raised serious questions. As LSI, Boeing functions very much 
like a general contractor in overseeing other key suppliers and contractors to ensure 
that program objectives are met. That aspect of the LSI role has caused controversy 
for reasons touched upon in a Financial Times article: 

“Boeing’s ability to defend its reputation will be critical. It has positioned 
itself as a ‘systems integrator’ for many of the big defence contracts it has 
secured — such as missile defence and the Future Combat Systems project — 
acting as the middleman, piecing together often complex technology from ri- 
vals, and treading a fine line about managing access to proprietary informa- 
tion from rivals.” i® (emphasis added) 

Boeing’s reputation for illegally obtaining proprietary information from its rivals 
is arguably the worst of any in the defense community. Since January 2003, Boeing 
has Been implicated in three major cases involving improper access to competitors’ 
proprietary information. 

Raytheon Case 

A report by the Government Accountability Office (GAO) concluded that Boeing 
had obtained and misused Raytheon proprietary information in the course of a com- 
petition to provide a “kill vehicle” for the missile defense system. Boeing’s actions 
violated Pentagon regulations for a project that was descrihed as “the core of the 
missile defense system.” When the misuse of Raytheon proprietary documents by 
Boeing came to light, Boeing was forced to withdraw from the competition. Boeing’s 
actions hurt the government because the default award of the contract resulted in 


®See Hearing of the Tactical Air Land Forces Subcommittee of the House Armed Services 
Committee on Future Combat Systems and Force protection Initiatives, April 1, 2004, Federal 
News Service transcript, p.3. 

i®See Hearing of the Tactical Air Land Forces Subcommittee of the House Armed Services 
Committee on Future Comhat Systems and Force Protection Initiatives, April 1, 2004, Federal 
News Service transcript, p. 8. 

11 See Id. 

12 See, e.g., “U.S. Army Signs Milestone FCS Contract,” December 10, 2003, www.boeing.com/ 
defensespace/ic/fcs/bia/031212 — nr — armyannounce.html. 

13 See “Army Boosts Boeing’s Future Combat Program Value By Up to $6.4 Billion,” August 
17, 2004, http://www.spacedaily.com/news/milspace— 04x.html. 

I’iSee, e.g., “Boeing Plays Defense: Beset by Airbus and rocked by scandal, the aircraft maker 
turns to a new CEO — and the Pentagon — for help,” Fortune, April 19, 2004. 

I® See “Condit focuses on domestic problems,” by Caroline Daniel, Financial Times, June 19, 
2003, p. 29. 

I® See “Antimissile Contract Won on Technicality, GAO Report Finds; Award Made After Boe- 
ing Spy Case,” by Bradley Graham, The Washington Post, January 30, 2003, p. A21. 



395 


a design said by experts to be flawed in that the kill vehicle could not adequately 
distinguish between warheads and decoys. Also at issue was whether the govern- 
ment took appropriate steps to punish Boeing and recoup some of the $800 million 
invested by the Pentagon in the design competition. 

Especially important in considering Boeing’s role in the Ra 3 dheon case is the fact 
that when Boeing illegally used Raytheon’s proprietary documents in an attempt to 
win a major contract, Boeing was the LSI of the National Missile Defense Pro- 
gram. The GAO report also stated that the Army had recommended debarment 
against the Boeing employees involved in the wrongdoing and against Boeing’s Elec- 
tronic Systems and Missile Defense Group. 

Ultimately, the Ballistic Missile Defense Organization “abandoned recovery efforts 
because of litigation risks associated with proving damages, as well as anticipated 
litigation costs, and the belief that litigation was inconsistent with its partnership 
with Boeing as the LSI contractor.” 

It is difficult to imagine a more clear-cut example of a defense contractor abusing 
its Lead System Integrator role in a major project. Yet, in the end, Boeing received 
a mere slap on the wrist. There was no debarment of the company, no lawsuit to 
recoup the $800 million lost on the tainted competition and no criminal prosecution. 

Boeing’s selection by the Army as LSI for its largest procurement project ever, the 
high risk ECS program, is especially difficult to understand in that the Army was 
not only aware of Boeing’s intentional misconduct in the case involving Raytheon’s 
proprietary information but had recommended far more appropriate sanctions 
against Boeing than was finally meted out. The following excerpt from the GAO let- 
ter regarding the matter underscores this point: 

“Concurrently, the Army recommended debarment proceedings against 
the Boeing employees involved in the wrongdoing, and against Boeing’s 
Electronics Systems and Missile Defense Group. The Army also considered 
the alternative recommendation on a monetary settlement commensurate 
with the damages suffered by the government. 

The Army’s assessment of damages focused on: the loss of the Integrity 
of a planned competition that had been carefully maintained for 8 years at 
great administrative expense; the loss of the benefit of a head-to-head “best 
value” comparison of two technical approaches developed at the cost of ap- 
proximately $400 million each; and the loss of the potential savings that 
might have been achieved by the abandoned competition, which the Army 
suggested should be valued at approximately 25 percent of the cost of 
Raytheon’s EKV.” 

Lockheed-Martin Case 

Boeing’s ethical problems with proprietary documents belonging to its competitors 
also figured prominently when Boeing was discovered to have some 25,000 propri- 
etary documents belonging to Lockheed Martin Corp. while the two companies com- 
peted for a major Pentagon rocket launch contract. 

The Air Force stripped Boeing of approximately $1 billion in potential revenue as 
a penalty in the case and also suspended three Boeing subsidiaries for an unspec- 
ified period. The Air Force stated that the suspension was appropriate for the “seri- 
ous and substantial violations of Federal law” involving the illegal acquisition of the 
Lockheed documents. The fallout continued with a civil racketeering case filed 
against Boeing by Lockheed, a Justice Department investigation and the indictment 
of two former Boeing employees. Speaking of the case. Air Force Undersecretary 
Peter B. Teets stated, “I have never heard of a case of this scale.” 

The suspension was not lifted until March 4, 2005, making it the longest suspen- 
sion of a major defense contractor ever.^i 

Coming just months after the discovery of Boeing’s misdeeds in the Raytheon 
case, the Lockheed Martin case represented one of the largest penalties ever as- 
sessed against a defense contractor. But the year was not yet over. 


I'^See “Missile Defense: Events Related to Contractor Selection for the Exoatmospheric Kill 
Vehicle,” General Accounting Office-03-324R Missile Defense, January 27, 2003. 

i®See “Missile Defense: Events Related to Contractor Selection for the Exoatmospheric Kill 
Vehicle,” General Accounting Office-03-324R Missile Defense, January 27, 2003, p. 11. 

i^See “Missile Defense: Events Related to Contractor Selection for the Exoatmospheric Kill 
Vehicle,” General Accounting Office-03-324R Missile Defense, January 27, 2003, p. 11. 

^•’See “U.S. Strips Boeing of Launches; $1 Billion Sanction Over Data Stolen From Rival,” by 
Renae Merle, The Washington Post, July 25, 2003, p. 1. 

21 See “Air Force Lifts Boeing Suspension,” Reuters, Los Angeles Times, March 5, 2005, Part 
C, p. 3 
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Airbus Case 

Proprietary information involving a Boeing competitor was also an issue in the 
Boeing tanker lease scandal. E-mail messages written by Boeing executives and 
found by members of Congress suggested that “Darleen Druyun, who handled acqui- 
sitions for the Air Force at the time, might have shared confidential details of the 
Airbus offer with Boeing officials — thus giving them competitive advantage in 
crafting their own proposal.” 

The Department of Defense Inspector General’s office initiated an investigation of 
the allegations.^^ An attorney for the Airbus parent firm, European Aeronautic De- 
fense & Space Co. (EADS), raised additional questions with the allegation that if 
Druyun did pass along proprietary information to Boeing, that could have unfairly 
influenced a competition underway in Britain for the same kind of tankers.^’' 

All doubt as to Dru 3 ain’s actions with respect to Airbus proprietary information 
was removed on October 1, 2004, when Druyun was sentenced to 9 months in Fed- 
eral prison. In a document released by the U.S. Attorney’s office, it was stated that 
Druyun “acknowledges providing to Iloeing during the [tanker] negotiations what 
she considered to be proprietary pricing data” from the European plane maker Air- 
bus, which was competing to build the planes.^® 

The cases involving Raytheon, Lockheed and Airbus all involve allegations of mis- 
conduct by Boeing in connection with proprietary information belonging to Boeing’s 
competitors. All cases arose during major defense procurement competitions and all 
stories broke in 2003. But the ethical problems associated with Boeing’s conduct as 
a defense contractor were not limited to proprietary information issues. A recent 
study by the Project on Government Oversight, a well-respected watchdog group, de- 
termined that Boeing “committed 50 acts of misconduct and paid $378.9 million in 
fines and penalties between 1990 and 2003.”^® 

An excerpt from the Project on Government Oversight Federal Contractor Mis- 
conduct Database detailing Boeing misconduct in defense cases from 1990 through 
2003 is appended at Exhibit A. It is all the more striking in that it leaves out many 
of the billions of dollars in tainted procurement contracts involving Boeing which 
have been disclosed in the past 18 months. When former Air Force official and 
former Boeing executive Druyun was sentenced on October 1, 2004, U.S. Attorney 
Paul McNulty revealed that Druyun, after failing a polygraph, had confessed to: 

• providing Boeing with proprietary information about a competitor as a 
parting gift to Boeing 

• negotiating an excessive $100 million payment to Boeing from the North 
Atlantic Treaty Organization (NATO) 

• awarding Boeing a $4 billion contract in 2001 to modernize more than 
500 C-130 aircraft built by Lockheed-Martin, disclosing that “an objective 
selection authority may not have selected Boeing.” 

• negotiating a $412 million pa 3 Tnent to Boeing in 2000 tied to its produc- 
tion of C-17 transports because a senior Boeing executive at the time was 
helping secure a job for her future son-in-law, Michael McKee 

As recently as February 14, 2005, the Department of Defense revealed that it was 
turning over to the Inspector General for investigation eight additional questionable 
contracts overseen by Darleen Dru 3 ain worth billions of dollars. Four of the eight 
contracts involved Boeing, including a $1.5 billion KC-135 Programmed Depot 
maintenance contract from 2000-2001.^® 

The Future Combat Systems project with Boeing as LSI has already generated 
controversy after it was learned that Boeing executives had gotten access to secret 
information of companies competing with Boeing for FCS contracts: 


22 See “Pentagon to probe how Airbus lost refueling tanker deal to Boeing,” AFX.COM, Sep- 
tember 18, 2003. 

22 See “Pentagon to probe how Airbus lost refueling tanker deal to Boeing,” AFX.COM, Sep- 
tember 18, 2003. 

24 See “Boeing Deal on Tankers Again on Hold; Rumsfeld Orders Review After Executives are 
Fired,” by Renae Merle, The Washington Post, November 26, 2003, p. El. 

22 See “Ex-Pentagon Official admits to more illegal help to Boeing,” by David Bowermaster, 
Seattle Times, October 2, 2004, p. A1 

26 See “U.S. Strips Boeing of Launches; $1 Billion Sanction Over Data Stolen From Rival,” by 
Renae Merle, The Washington Post, July 25, 2003, p. AOl. 

22 See “Ex-Pentagon official admits to more illegal help to Boeing,” by David Bowermaster, 
The Seattle Times, October 2, 2004, p. Al. 

22 See “Department of Defense Announces Contract Reviews,” DOD News Release No. 157- 
04, February 14, 2005. 

29 See “Boeing’s Role in Defense Project Worries Pentagon, Competitors,” by Anne Marie 
Squeo, The Wall Street Journal, June 16, 2003. 
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• Boeing executives James Albaugh and Roger Krone were brought inside 
the so-called fire-wall, causing competitors and senior Army officials to 
worry that “Boeing could get an unfair advantage on the work it bids for.” 

• “Concerns about Boeing’s role in the project come against the backdrop 
of recent allegations that the Chicago-based aerospace titan on at least two 
occasions inappropriately obtained a rival’s information while competing for 
military contracts.” 

The article went on to state that Army officials were “unhappy with the fire-wall 
situation” and that “any further controversy could undercut the Pentagon’s emerg- 
ing practice of using a ‘lead system integrator’ from the private sector on big mili- 
tary programs.” While Boeing was quick to deny any problem with the revelations, 
that may be small comfort insofar as Boeing also misrepresented the extent of the 
wrongdoing in both the Raytheon and Lockheed cases.^° 

By all accounts, an LSI for a major Pentagon project must have a reputation be- 
yond reproach because the LSI has access to sensitive proprietary information from 
companies with which it is in competition on a regular basis. As this is a defining 
feature of the LSI role, a strong argument can be made that not only is Boeing a 
questionable selection for LSI in the PCS project, but given its documented reputa- 
tion for illegally misusing proprietary information of competitors, Boeing is the 
worst possible choice for the role. 

BOEING’S PCS OTA: WHERE ARE THE NONTRADITIONAL DEFENSE CONTRACTORS? 

The agreement between the Army and Boeing structuring the legal relationship 
for the PCS program’s System Development and Demonstration (SDD) Phase is 
known as an “other transaction agreement” or OTA. The legal authority for the PCS 
OTA is derived from 10 U.S.C. §2371 and Section 845 of the Public Law 103-160, 
as modified by Section 804 of Public Law 104-201, and as modified by Section 803 
of the Ployd D. Spence National Defense Authorization Act for Piscal Year 2001.^1 
These agreements are also sometimes referred to as Section 845 agreements. One 
of the distinguishing features of an OTA is that they are not generally subject to 
the Pederal laws and regulations which are applicable to procurement contracts. 

One of the principal purposes of removing the legal requirements associated with 
standard procurement contracts for major defense contractors is in order to attract 
nontraditional defense contractors to consider working with the Defense Depart- 
ment. 

The rationale for this purpose was expressed in a recent GAO Report on defense 
acquisitions: 

“In an era of shrinking defense industrial base and new threats, DOD views 
‘other transaction’ prototype authority as a key to attracting nontraditional 
defense contractors.” 

The GAO Report went on to cite as an example of a benefit to these agreements 
“attracting business entities that normally do not do business with the government.” 

Despite the intent of Congress that OTAs be used to reach out to the newer high 
tech companies which might not otherwise consider dealing with the Pentagon, all 
too often prototype funds associated with OTAs do not flow to the nontraditional 
suppliers but to major defense contractors. 

Such is the case with the PCS OTA. Boeing is the second largest defense con- 
tractor in the country and most of the other firms participating in the PCS program 
do not fit the description of a nontraditional defense contractor. 

This fact was readily conceded in a report prepared last year for Acting Army Sec- 
retary Brownlee on PCS management issues: 

‘One intended benefit of OT authority — attracting nontraditional sup- 
pliers — has not been realized to date; the initial round of subcontracts has 
gone almost exclusively to traditional defense suppliers.”^® 

A closer look at the funding of the PCS SDD program shows that just four large 
defense contractors account for most of the funding. The cost share of the planned 
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work shows Boeing receiving $4.9 billion, SAIC receiving $1.3 billion, and General 
Dynamics and United Defense together receiving $4.6 billion. The 21 Tier 1 competi- 
tive subcontracts combined total $1.7 billion.^'' 

BOEING’S ECS OTA: LESS ACCOUNTABILITY AND OVERSIGHT FOR AMERICA’S MOST 
DISHONEST DEFENSE CONTRACTOR 

In recognition of potential problems with using an OTA in lieu of a standard pro- 
curement contract. Congress was very careful in the extension of legal authority to 
the Department of Defense to utilize OTAs. The conference report accompanying the 
National Defense Authorization Act for Fiscal Year 1999,^® which extended the OTA 
authority, cautioned that any further extension would be contingent on the congres- 
sional defense committees concluding that OTAs had been used in a responsible and 
limited manner: 

“[Slection 845 authority should only be used in the exceptional cases where 
it can be clearly demonstrated that a normal grant or contract will not 
allow sufficient access to affordable technologies. The conferees are espe- 
cially concerned that such authority not be used to circumvent the appro- 
priate management controls in the standard acquisition and budgeting 
process.”®® (emphasis added) 

Because the use of OTA authority can result in an agreement that is virtually ex- 
empt from most of the statutes and regulations governing Defense Department R&D 
or prototyping efforts, repeated efforts have been made to identify and clarify ex- 
actly which legal authorities might apply to an OTA. Paul G. Kaminski, as Under- 
secretary for Acquisition and Technology in December 1996, identified 21 statutes 
relating to procurement that “are not necessarily applicable to ‘other trans- 
actions.’”®'^ 

While the objectives of cutting government red tape to empower the Defense De- 
partment to have increased flexibility in dealing with high-tech companies for ad- 
vanced technology projects is clearly desirable, the fact that many of the statutes 
inapplicable to OTAs were specifically enacted to deter waste, fraud and abuse — a 
very real and persistent problem for government contracting — calls for very careful 
analysis. Simply stripping out decades of protective statutes without protecting the 
government’s interests in dealing with contractors is a formula for financial dis- 
aster. Put simply, such a process would leave the government vulnerable to almost 
any kind of waste, fraud and abuse and — adding insult to injury — an unethical com- 
pany could say its actions were “legal” because laws restricting its unscrupulous ac- 
tivities simply did not apply. 

A group of contract experts assembled as an ad hoc working group sought to ana- 
lyze exactly which statutes were exempted from OTAs and the ramifications of those 
exemptions, publishing an excellent treatise on the subject in January 2000.®® The 
group concluded that inapplicability of certain statutes and regulations “may raise 
significant questions of accountability for the public fisc and other matters of public 
policy.” ®® Increased risks and uncertainties in areas such as funding limitations and 
dispute resolution were identified.’^® There was a warning that, “Confusion over 
OT’s statutory exemption can be costly either in litigation or in the misuse of 
OTs.’”n 

The signal contribution made by the ad hoc working group to the understanding 
of potential risks and benefits of OTAs comes from its analysis of the question as 
to whether OTAs are exempt from the 21 statutes identified in the Kaminski 
memo as well as an additional 1 1 statutes identified by the working group. 

Among the statutes determined to not apply to OTAs are the following: 

• Competition in Contracting Act 
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• Contract Disputes Act 

• Extraordinary Contractual Authority and Relief Act 

• 10 U.S.C. §2313, Examination of records of contractor 

• 10 U.S.C. §2403, Major Weapons Systems: Contractor Guarantees 

• 10 U.S.C. §2408, Prohibition on persons convicted of defense contract re- 
lated felonies and related criminal penalty as defense contractors 

• 10 U.S.C. §2409, Contractor employees: protection from reprisal for dis- 
closure of certain information 

• 31 U.S.C. § 1352, Limitation on the use of appropriated funds to influence 
certain Federal contracting and financial transactions 

• 41 U.S.C. § 423, Procurement Integrity Act 

• 41 U.S.C. §701-707, Drug-Free Workplace Act of 1988 

• 41 U.S.C. § lOa-lOd, Buy American Act 

• 41 U.S.C. § 2306a, Truth in Negotiations Act 

• 41 U.S.C. § 422, Cost Accounting Standards 

• 10 U.S.C. §2334, Cost Principles 

The statutes just listed, along with their enabling regulations, represent a partial 
list of the statutory exemptions for OTAs. While an OTA may incorporate some of 
the missing statutory protections and terms by writing them into the agreement, 
any omissions can easily become loopholes through which an unscrupulous con- 
tractor can extract financial benefits not typically available to other contractors who 
are subject to the standard procurement contract. 

A more detailed listing is appended to this testimony as Exhibit B: Applicability 
of Specific Statutes to Other Transaction Agreements. 

Also of concern is the fact that the lack of major procurements handled through 
OTAs has meant that there is a distinct lack of case law interpreting possible ambi- 
guities. This means additional uncertainties and costs in the event of disputes that 
may occur between the contractor and the government with the burden of proof 
being on the government in most instances. 

While there has never been an OTA as large as the FCS OTA, problems of ac- 
countability have arisen in recent OTAs such as the Evolved Expendable Launch 
Vehicle (EELV) project. A great deal of financial information about the project is off- 
limits to the public and, among other issues, the public and the media have no prac- 
tical way to assess whether claims of government savings are credible. 

A recent article on the EELV raised issues directly relevant to the FCS project: 

“In its audits, the Government Accountability Office warned the Other 
Transaction Agreement approach was risky for a billion-dollar-project. It’s 
a tool previously Reserved for far smaller contracts. The GAO said it posed 
considerable challenges because it exempted the project from normal rules 
for spending tax dollars, limited Defense Department oversight and did not 
give the military the authority to conduct audits, GAO said. 

‘The use of Other Transaction instruments for Evolved Expendable 
Launch Vehicle development will challenge (the Defense Department) in de- 
termining how to protect the government’s interests,’ GAO said. 

The Defense Department inspector general also challenged whether there 
was enough ‘visibility’ into the program’s spending in its 1999 review of the 
EELV program, according to the agency’s congressional testimony. 

‘The EELV other transactions agreements included technical safeguards 
but provided limited insight into the financial aspects of the program,’ as- 
sistant auditor Don Mancuso told Congress in the spring of 2000.”“*^ 

The lack of transparency and accountability is a serious issue in its own right but, 
as indicated in the EELV case above, disclosure acts as an important deterrent to 
unscrupulous behavior by contractors: 

“However, government auditors and taxpayer watchdog groups cautioned 
one side effect of the new way of doing business is far less public disclosure 
of what the companies and the military are doing with public money. 

‘Anything that removes financial transparency is not a good deal for the 
taxpayers,’ said Eric Miller, a defense industry investigator for the Project 
on Government Oversight, which has spent two decades investigating deals 
between the Defense Department and its contractors. ‘Time and again de- 
fense contractors have shown they will sometimes take advantage of these 


See “$1 billion question — Taxpayers may never know how companies spent Air Force rocket 
money,” by John Kelly, Chris Kridler, and Kelly Young, Florida Today, August 25, 2002, p. 1 
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types of situations. When you eliminate that kind of oversight, you have a 
potential disaster.’ 

Mr. Miller went on to state that the Other Transaction Agreement strategy was 
never intended for big companies to avoid scrutiny on 9- and 10-figure contracts. 
“We don’t think such large contracts should come without financial oversight. It’s 
a dangerous practice.” 

BOEING’S PCS OTA: HOW SWEET A FINANCIAL DEAL? 

By all accounts the FCS deal has been an exceptionally good one for Boeing. The 
$14.8 billion initially being spent on the development phase has already been aug- 
mented with an additional FCS modification in August 2004 which added approxi- 
mately $6 billion to the program and will probably grow to more than $100 billion 
when production gets underway.’^® It comes at a time when Boeing has been losing 
market share to Airbus, making its defense business all the more important. The 
year 2003 marked the first time in decades that more than half of Boeing’s revenues 
came from defense.''’^ 

Financially, the importance of FCS to Boeing has been cited by such defense ex- 
perts as Jacques Gansler, Undersecretary of Defense for Acquisition, Technology 
and Logistics in the Clinton administration, who recently stated, “This [FCS] is a 
big plum, from Boeing’s perspective.” One of the reasons such a Lead System Inte- 
grator deal can be lucrative is that it does not require a significant amount of new 
capital spending so the return on investment can be quite high. George Muellner, 
president of Phantom Works, Boeing’s research and development arm, has described 
the LSI role as being a “high-margin, low-overhead area.”^® 

Far and away, the most important factor to be analyzed in determining whether 
the FCS program was negotiated in Boeing’s interest at the expense of the govern- 
ment is the OTA signed on December 10, 2003.®® 

While obtaining a copy of a government procurement document is generally rel- 
atively easy insofar as most are public information, Boeing has shown itself to be 
unusually sensitive in opposing public scrutiny of its FCS arrangement with the 
Army. When the National Legal and Policy Center filed a request under the Free- 
dom of Information Act for a copy of both the draft and final versions of the FCS 
OTA, NLPC’s counsel was informed that Boeing opposed disclosure, even to the 
point of claiming the documents were “classified.” To their credit, the Army’s profes- 
sional FOIA staff disclosed the requested materials once it became apparent that 
Boeing had no legal grounds to prevent such disclosure. 

An analysis of the FCS OTA confirmed what others had already suspected — that 
the FCS OTA negotiated by Boeing lacked many of the standard legal protections 
that accompany major Defense Department acquisitions. Because OTAs are not con- 
tracts and were originally designed to streamline regulatory procedures, many legal 
terms and conditions needed to deter or detect waste, fraud and abuse must be indi- 
vidually incorporated into an OTA or they simply will not apply. 

The first round of public controversy addressing the legal shortcomings of the FCS 
OTA began when Reuters ran an article disclosing that 2 months before the Army 
signed the FCS OTA with Boeing, a private consulting firm, CommerceBasix, Inc., 
hired to improve the Army acquisition process, recommended that the Army rework 
the draft agreement. Among the consulting firm’s findings was that a delay of 6 
months in the project under the terms of the May 31, 2003, draft OTA could result 
in a $1 billion financial risk to the government.®^ 

While Army officials were dismissive toward the October 14, 2003, consultant’s re- 
port and signed the OTA on December 10, 2003, the subsequent analysis by the 
Government Accountability Office released on April 1, 2004, before the House 
Armed Services Subcommittee on Tactical Air Land Forces not only largely corrobo- 
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rated the consultant’s claim but even cited the possibility of a multi-billion-dollar 
cost associated with a fairly modest delay.®^ 

The Reuters article disclosed that concerns about FCS were not limited to the con- 
sulting firm: 

“The size of the agreement sparked concerns not just at CommerceBasix 
but among top Future Combat Systems Program officials and defense in- 
dustry experts as well. 

‘This was unheard of,’ said one defense industry official, who asked not 
to named. ‘It raised a lot of alarm bells.’ 

The Reuters article went on to report that the decision to opt for the less formal 
Other Transaction Agreement instead of a standard Defense Department procure- 
ment contract “also raised eyebrows, given a spate of ethics scandals at Boeing in 
recent months.” ^ 

Anyone able to obtain and review the FCS OTA would have even greater reason 
for raised eyebrows. 

The consultants only had the May 30, 2003, draft OTA on which to rely for their 
October 2003 report. However, a review of that draft with the final definitized 
version signed in December 2003 indicates relatively minor changes in terms and 
conditions. Indeed, the OTA itself indicates that the definitization process between 
the May and December versions would deal more with cost issues than business 
terms and conditions.®® 

Perhaps out of sensitivity to the consulting firm’s allegation about the govern- 
ment’s exposure to financial risk, the final version did substantially augment “Arti- 
cle XXXIII — Termination Liability” from the relatively Spartan treatment of those 
issues in the May version and some related terms and conditions. 

Ironically, the report on FCS management by the Institute for Defense Analyses 
was critical of the CommerceBasix analysis of the legal weakness of the FCS OTA 
by citing the fact that they did not see the final December 2003 agreement: 

“The CommerceBasix review of a draft Army-Boeing agreement, which 
was critical of the lack of clauses to protect the Army’s interests, did not 
address all of the clauses that are in the final FCS agreement.”®® 

This is somewhat disingenuous since it seems to suggest there was a major 
strengthening of the agreement to protect the Army’s interests before the December 
draft was signed. There was not, as any reading of the two documents shows. The 
Army would have been better served had there been a listing of all changes made 
to the May draft to better protect the Army’s legal interests. Even more helpful 
would have been a complete analysis of the legal effect of the omission of every stat- 
ute which covers standard DOD procurement contracts but which are missing from 
the FCS OTA. 

All too many issues associated with protecting the government’s interests against 
waste, fraud, and abuse as well as promoting accountability remain. 

Traditionally, resolution of disputes is a critically important part of any major 
agreement. In the case of a high-risk, multi-billion-dollar project where the GAO al- 
ready has assessed “significant risk,” the resolution of disputes is an area that re- 
quires clarity as well as strong protection of the government’s interests. The Con- 
tracts Disputes Act does not apply to OTAs unless it has been specifically incor- 
porated into the agreement. The FCS OTA has no such incorporation of the Con- 
tract Disputes Act. 

The issue of dispute resolution is addressed in the FCS OTA at Article XV — Dis- 
putes. While Boeing and the Army anticipate resolving disputes through a set of 
sparsely worded dispute resolution procedures, Boeing is also accorded the oppor- 
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tunity to “bring a claim in a court of competent jurisdiction as authorized by 28 
use 1491”®^ if Boeing disagrees with the outcome of the dispute resolution. 

An apparent shortcoming is the failure to address exactly how the government 
can bring a claim in the event it disagrees with the outcome of a dispute resolution. 
Generally, there is Federal jurisdiction over civil actions initiated by the U.S. Gov- 
ernment as stated in 28 U.S.C. § 1345, “Except as otherwise provided by an Act of 
Congress, the district courts shall have original jurisdiction of all civil actions, suits, 
or proceedings commenced by the United States, or by any agency or officer thereof 
expressly allowed to sue by Act of Congress.” The Contract Disputes Act represents 
a way in which Congress has “otherwise provided” for jurisdiction in that it applies 
to aiw “express or implied contract . . . entered into by an executive agency. . .” 
The Court of Federal Claims has jurisdiction over claims brought pursuant to the 
Contract Disputes Act. However, since the FCS OTA is not considered a “contract,” 
a very real issue exists as to whether and how the Army could bring a breach of 
contract suit against Boeing. Moreover, the Court of Federal Claims has never ruled 
on its jurisdiction over OTAs. 

Throughout the FCS OTA, problems similar to the issue of dispute resolution ap- 
pear, resulting in both uncertainty as well as legal vulnerability for the govern- 
ment’s position. The Army had a professional, legal and ethical obligation to address 
every such issue so as to protect the government’s interest. The guidance provided 
to the Army through the “Other Transactions” (OT) Guide for Prototype Projects, 
as revised in August 2002, addresses this obligation clearly: 

“. . . the Agreements Officer is not precluded from and should consider 
applying the principles or provisions of any applicable statute that provides 
important protections to the government, the participants or participants’ 
employees.” 

The guide went on to advise that the Agreements Officer may also want to con- 
sider whether whistleblower protections should be included in the agreement, “espe- 
cially if the prime awardee is a company that typically does business with the 
D0D.”59 

The guide is consistent in advising the government to take all appropriate steps 
to protect the government’s interests in an OTA and especially in taking steps to 
minimize project risk. The linkage of risk to the terms and conditions of the OT 
agreement is also beyond dispute: 

“The risks inherent in the prototype project and the capability of the 
sources expected to compete should be a factor in the terms and conditions 
of the OT agreement.” 

While the FCS OTA does incorporate a number of statutory provisions as well as 
Federal Acquisition Regulations, the majority of standard procurement laws and a 
good number of laws promoting accountability are conspicuous by their absence. 
Without providing an exhaustive listing, it appears that most of the statutes pre- 
viously specified in Department of Defense Other Transactions: An Analysis of Ap- 
plicable Laws are not applicable to the FCS OTA. 

A review of the FCS OTA found no apparent inclusion of the Procurement Integ- 
rity Act. This is especially noteworthy given the allegations involved in the criminal 
investigation of Darleen Druyun and Boeing. The Procurement Integrity Act im- 
poses two types of obligations on government employees seeking non-government 
employment who have been involved in procurement. First, for government employ- 
ees who have been personally and substantially involved in a procurement worth 
more than $100,000, it sets forth requirements that must be followed if the em- 
ployee inquires about or is contacted by the company involved with the procure- 
ment. Second, there is a 1-year ban on accepting compensation from contractors in- 
volved in the procurement. There are civil penalties for violations by both the gov- 
ernment employee and the contractor.®^ 

Additionally, the FCS OTA does not include the Truth in Negotiations Act (10 
U.S.C. § 2306a). Possible violation of the Truth in Negotiations Act may be an issue 
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in the ongoing audit of the airborne warning and control (AWAC) contract upgrade 
involving Darleen Druyun.®® At issue specifically is whether Boeing overcharged the 
Air Force by “a significant amount” on a $1.3 billion contract to upgrade NATO sur- 
veillance aircraft. The article stated: 

“Contractors are required under the Truth in Negotiations Act to provide 
accurate data, which serves as the basis for final negotiated prices.” ®'‘ 

Boeing is no stranger to allegations that it has mischarged or overcharged the 
government on Defense Department contracts. In one instance, a Boeing subsidiary 
paid $3.8 million to settle claims arising from three Navy contracts in which the 
subsidiary was said to have “mischarged numerous labor hours or provided inac- 
curate cost information to the government during negotiations for all of the con- 
tracts.”®® The Justice Department media release on the case stated: 

“Under the Truth in Negotiations Act, companies are required to disclose 
to the government pricing and cost information in their possession when 
they negotiate contracts with the government.” ®® 

The failure of the FCS OTA to be covered by the Truth in Negotiations Act rep- 
resents yet another legal vulnerability for the government in the event that Boeing 
or any of its partners provide inaccurate or padded cost estimates in any negotiation 
associated with the program. There is little doubt that Boeing as a defense con- 
tractor does not like the idea of being legally required to provide the government 
with accurate cost information under the Truth in Negotiations Act. At a roundtable 
discussion of government contract issues during 2001 Boeing Vice President John 
Judy argued that the threshold for coverage of the Truth in Negotiations Act should 
be raised significantly.®'^ Coincidentally, Mr. Judy’s name surfaced during the 
Darleen Druyun scandal when the National Legal and Policy Center disclosed that 
he had contracted to purchase Druyun’s Virginia home while Druyun was still at 
the Air Force overseeing mult-billion dollar business deals with Boeing. 

The fact is that Boeing has a long and well-documented record of blatantly over- 
charging the Pentagon on defense contracts. In the 1980’s Boeing was caught charg- 
ing the Air Force $748 for a pair of pliers to be used to repair KC-135 tanker air- 
planes. An engineer testified before Senator Grassley’s Judiciary subcommittee on 
administrative practice and procedure on the subject and stated that he found simi- 
lar pliers at a hardware store for $7.61.®® 

There are no shortages of good examples of the impact that deficient agreement 
language or agreement negotiations can have. A very recent example involves — once 
again — Boeing and the Department of Defense. In an April 16, 2004, Washington 
Post article titled, “Audit Criticizes Another Boeing Deal; Inspector General Says 
Air Force Didn’t Negotiate NATO Contract Properly,” a $1.34 billion contract being 
negotiated by Air Force official Darleen Druyun with her future employer Boeing 
failed to have the proper verification of costs. As a result, the parties must sit down 
and follow the correct procedures to ensure that the costs are appropriate. The audit 
conducted by the Department of Defense Office of Inspector General concluded, “Air 
Force contracting officials awarded the contract modifications without knowing 
whether the $1.3 billion cost was fair and reasonable.”®® Four days after this article 
appeared, Darleen Druyun pled guilty in the U.S. District Court for the Eastern 
District of Virginia in conjunction with a Federal felony count of conspiracy which 
arose from her emplojmient dealings with Boeing at the same time the contract in 
question was being finalized.'^® 

U.S. Attorney Paul McNulty summed up his view of the crime by stating: 

“The only interest should be the public’s interest. Darleen Druyun placed 
her personal interest over the interests of the Air Force and American tax- 
payers. Secretly negotiating employment with a government contractor, at 


®^See “Pentagon auditors check Boeing charges; Review part of prohe of ex-company exec,” 
hy Tony Capaccio, The Seattle Times, May 12, 2004, p. E6. 

6“ See Id. 

®®See “Boeing Subsidiary Pays U.S. $3.8 Million to Settle Dispute Over Three Navy Con- 
tracts,” U.S. Department of Justice U.S. Newswire Release, Dec. 29, 1992. 

®®See Id. 

®''See “Plotting Our Defense: The Pentagon Wants Reform, but How Will It Work?” Legal 
Times, March 5, 2001, p. 30. 

®®See “Air Force Victory is Illusory in the Case of $748 Pliers; Boeing’s New Charge Offsets 
Price Cut,” The Washington Post, March 22, 1985, p. Al. 

®® See “Defense tags Boeing AW ACS Deal for criticism; Report: Contract was Mishandled,” by 
David Bowermaster, The Seattle Times, April 16, 2004, p. Cl. 

See “Ex-Pentagon Official Admits Job Deal; Civilian Got Boeing Offer While Overseeing Air- 
Tanker Contract,” by Renae Merle and Jerry Markon, The Washington Post, April 21, 2004, p. 
1 . 
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the same time you are overseeing the negotiations of a multi-billion dollar 
lease from that same contractor, strikes at the heart of the integrity of the 
acquisition process.” 

The case just cited raises yet another series of questions regarding the lack of in- 
tegrity in the manner in which Boeing has pursued Department of Defense busi- 
ness. The pattern of wrongdoing is unmistakable, and there’s more. A recent article 
in The Wall Street Journal by Andy Pasztor reported on another pending procure- 
ment scandal involving allegations against Boeing: 

“In St. Louis, [Boeing] faces a civil investigation for allegedly using for- 
eign titanium in F-15 fighter jets, certain military transport planes and 
various other Pentagon programs, contrary to U.S. law. Investigators pre- 
viously demanded the company pay $20 million to resolve the claims, but 
Boeing balked at a settlement. The investigation has been underway for 3 
years, though it hasn’t been reported until now.” 

Perhaps if Boeing had the foresight to use an OTA in the case just cited, it would 
not be facing a $20 million fine. The Buy American Act (41 U.S.(5. §§ lOa-lOd) does 
not apply to OTAs unless it has been specifically added. 

In yet another very recent (April 23, 2004) news account, the serial nature of 
Boeing’s misconduct with DOD procurement was underscored: 

“An internal Air Force memo suggests a broad pattern of improprieties 
by Boeing Co. when it bid on Pentagon contracts, contradicting the aero- 
space giant’s assertions that such problems were isolated and that it cor- 
rected them quickly.” 

The FCS OTA — on its face — raises very serious questions as to whether the gov- 
ernment’s legal and financial interests have been well served. There is little doubt 
that Boeing’s interests have been well served by receiving the $20 billion plus “plum 
deal.” Even a casual reading of the FCS OTA shows considerable financial incen- 
tives for Boeing, including the earlier cited “maximum possible opportunity to earn 
fee.’’^'^ Also deserving scrutiny is the questionable $9.8 million incentive award re- 
ceived by Boeing from the Army for completing the agreement by the end of the 
year.'^® At a time when Boeing was spending millions of dollars on lobbyists in its 
push for Pentagon business, a $9.8 million incentive award for rushing through a 
lucrative deal hardly seems necessary — or wise. 

But there is a human element that also invites scrutiny. The fact that the senior 
Boeing executive involved in the FCS procurement was Michael Sears, the Boeing 
Chief Financial Officer (CFO) terminated for cause in connection with his hiring of 
Darleen Druyun and also — according to Boeing — in the alleged cover-up of his ac- 
tions, ought to be considered a red flag. Indeed, Sears, prior to becoming Boeing 
CFO, was the head of Boeing’s Phantom Works, the Boeing research and develop- 
ment (R&D) operation that played a key role in winning the FCS deal.^® 

After Boeing took an unexpected $1.1 billion charge in 2003 because of losses in 
its commercial space business, media accounts listed Michael Sears as leader of a 
team of experts looking to examine the business cases associated with Boeing’s big- 
gest projects. Financial Times interviewed Mr. Sears and reported: 

“Mr. Sears hinted that the business cases made in some of Boeing’s 
tenders were not satisfactory, and added that the risk management practice 
of the different business units might not be adequate.” 

Mr. Sears went on to specifically name the Future Combat Systems project as one 
of the Boeing efforts being reviewed.'^® 

Despite the Reuters account documenting concern over the FCS deal among both 
FCS program officers and defense industry experts, not to mention the consultant’s 


See Statement of U.S. Attorney Paul McNulty, April 20, 2004, United States of America v. 
Darleen Druyun, Criminal No. 04— 150-A 

See “Pentagon Probes Suppliers’ Hiring,” by Andy Pasztor, The Wall Street Journal, Janu- 
ary 12, 2004. 

See “Boeing’s Misconduct Is Detailed in Memo,” by Peter Pae, The Los Angeles Times, April 
23, 2004. 

"^^See Agreement Between the Boeing Company and U.S. Army Tank-Automotive and Arma- 
ments Command Concerning Future Comhat Systems System Development and Demonstration 
Phase, Agreement No. DAAE07-03-9-F001, at p. 14. 

"^^See “Boeing deal with Army criticized; Consultant cited $1 billion risk to government,” Chi- 
cago Tribune, February 17, 2004, p. 3. 

"^^See “Contract Gives Boeing a Lift,” by Paul Merrion, Crain’s Chicago Business, May 13, 
2002, p. 13. 

^"^See “Boeing Team to Reassess Top Projects,” Financial Times, by Caroline Daniel, Sep- 
tember 2, 2003, p. 33. 

"^^See Id. 
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report detailing the serious legal and financial risks with the proposed OTA,'^® De- 
fense Daily reported: 

“Originally planned to be signed Nov. 26, the Army reached agreement 
on the SDD contract with the LSI [Boeing] in a process that went ‘exceed- 
ingly smoothly from my vantage point,’ Claude Bolton, Assistant Secretary 
of the Army for Acquisition, Logistics, and Technology, said last month.”®® 

Indeed, Boeing was receiving a nice incentive award to push through a multi-bil- 
lion-dollar agreement for itself. For good measure, the agreement had most major 
statutory and regulatory provisions meant to protect against ethical misconduct and 
other contractor abuses stripped out. What was not to like? 

RECOMMENDATIONS 

The Army’s largest procurement project has as a Lead System Integrator, Boeing, 
a defense contractor with the demonstrably worst record of procurement misconduct 
of any defense contractor. Boeing was penalized for substantial violations of the law 
in the Lockheed proprietary documents case with a $1 billion contract sanction and 
the longest suspension of any major defense contractor. In the tanker case, Boeing 
tried to mislead Congress on the need for tankers with false information in an at- 
tempt to get funding for a pro^am that was over-priced by billions of dollars. Boe- 
ing executives have pleaded guilty to felonies and Boeing is currently facing numer- 
ous criminal investigations and civil litigation for its misconduct. 

Instead of increased oversight, Boeing is managing the Army’s most important 
procurement project with a legal agreement which meant to attract nontraditional 
suppliers and which minimizes oversight and accountability. 

This is a recipe for disaster. 

The broadest recommendations are that Congress should conduct a thorough re- 
view of the vulnerabilities to the government’s position because of the use of an 
OTA and that Congress should intensify its oversight of the FCS program. 

The FCS program is high risk because of its ambitious embrace of so many new 
and untested technologies but the failure of the Army to have adequate oversight 
and accountability through the use of an OTA represents an even higher risk. 

The best way to assess the major legal vulnerabilities of the present FCS OTA 
would be an independent legal analysis of the ways in which the agreement fails 
to match the legal protections found in standard defense procurement contracts. 
Starting with an assessment of the statutes listed in Exhibit B: Applicability of Spe- 
cific Statutes to Other Transaction Agreements, there should be statute by statute 
analysis of the legal benefits of each statute to the government and a thorough ex- 
amination of the language in the OTA to determine what benefits are missing and 
what effect that may have on the government’s ability to oversee the program and 
to protect its legal interests. 

Similarly, there should be an independent examination of the financial and fee 
structure of the FCS program. While Lead System Integrator positions can be very 
lucrative for defense contractors and this aspect should be closely scrutinized, even 
closer scrutiny should be given to whether Boeing’s compensation in the OTA is ap- 
propriate given the shifting of so much of the financial and legal risk for the pro- 
gram to the government as compared with a standard defense procurement contract. 

To the degree that the government can modify the existing agreement to protect 
its interests and promote greater accountability, it must do so. Whatever objections 
Boeing may have to such a modification pale next to the risk the government is tak- 
ing in not asserting its right to protect its interests. 

Given the poor choice of Boeing as the Lead System Integrator for FCS, especially 
given Boeing’s incredibly poor record with respect to respecting competitors’ propri- 
etary information rights, there is no alternative to increased congressional oversight 
of the FCS program. As the GAO has pointed out, the cost associated with the FCS 
program so dominates the Army’s investment budget for years to come that any fail- 
ures in this high risk program will make it extremely difficult to find any other 
funds to remedy the problem. 

The most ethically-challenged defense contractor in the country is in charge of the 
most expensive high risk defense program using an agreement that minimizes over- 
sight and accountability. If that doesn’t call for increased congressional oversight, 
what does? 


"^^See “Boeing deal with Army Criticized; Consultant cited $1 billion risk to government,” Chi- 
cago Tribune, February 17, 2004, p. 3. 

®®See “Army and Boeing-SAIC LSI Sign $14.8 Billion SDD Contract for Future Combat Sys- 
tems,” Defense Daily, December 12, 2003. 
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Exhibit A 

Project on Government Oversight 
Federal Contractor Misconduct Database 
wwAv.pogo.org/db/found.cfm 


Boeing Defense Misconduct; 1991-2003 


Contractor Case 


Amount 


Disposition. Date & Source 


Boeing Defense $1,100,000 

•■McDonnell "Procutemenl Fraud* (Civil) 

Douglass 


Senlemenl. J/I3/I99I 
Defense Contracts: Contractor 
Clums for Legal Costs Assocated 
with StocMsoldcr Lau-suitt 
GAO^'SIAD-9$-l66(iuly 199$) 


Boeing Defense $1,000,000 

-McDonnell *„ agreed to pay $ I million to (Civil) 
resolve claims that it failed lo 
dlKloK all information and 
abo misrepresented other costs 
in negotiating three contracts 
with the JCavy." 


Settlement, 8.'4/l992 
Defense Contract Litigatioo 
Reporter 08/2&'92 


Boeing Defense $868,000 

-Argosystem ‘Procurement Fraud* (Civil) 


Settlement, I2^}/I992 
Defense Contracts: Contractor 
Claims for Legal Costs Associated 
with Stockholder Lawsuits 
GAOMSIAD-OS-IOOUtily 1993) 


Boeing Defense $2,100,000 

..McDonnell A«e^> '•fiukd lo duck>se (Civil) 

required cost or pricing duta in 
negotiating delivery orders for 
an Army w eapon ,« .* 


Settlement, 3/3.'l 993 
Defense Contract Lurgalion 
Reporter 03/1 1/93 


Boeing Defense Pending, 10/12/1993 

Accused of ‘mischarging tabor United Stales v Department of Justice (DOJ) Press 

costs on a number of McDonnell Douglas, Release 09,08'9$; Taxpayers 

Department of Defense airplane Docket a93-C\'-218S. Against Fraud fTAF) Quaturly 
contracts ,., .* US DC ED MO (Civil) Rev iew Volume 13 April 1998. 

Volume 9 April 1997; Court 
Docket 


Boeing Defense $230,000 

■procurement Fraud* (Civil) 


Scnlctncnt, d/IJ/IOOd 
Defente Contracts: Contractor 
Claims for Legal Costs Associated 
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Boeing 


Boeing 

-Argojyjtcm 


Boeing 

-Rookuell 


Boeing 

•.Roelmell 


Boeing 
-Space and 
EJeicnM 
Croup 


Boeing 

-McDonnell 

Douglas 

Aircraft 


Boeing 

-McDonnell 

Douglas 


Defense S75.000.000 

'Accused of charging the (Civil) 

(josemment millions of dollars 

in research and developmcni 

costs that it should have 

absorbed.” 

Defense S3.000.000 

'Voluntary Disclosure Fraud* (Civil) 


Defense S200.000 

during contract price (Civil) 

negotiations Rockwell gave the 
Air Force proposals that failed 
to account for discounts 
Rockwell received from its 
vendor ._ 

Defense S27.000.000 

*... u> settle allegations the (Civil) 

company knowingly failed to 
provide the U.S. with accurate, 
complete and current 
information in negotiating 
multi-billion dollar contracts in 
1981 

Defenie $6,000,000 

Allegedly, 'unallowable costs (Administrative) 
were -. included in 
computations used to dciemune 
overhead rates used on 
Government conliacts.' 


Defense S2.000.000 

Allegedly 'overcharged the United Stales v 
government to te|»ir McDonnell Douglas, 

equipment used to manufacture Docket #91 -CV-3 139. 
aircraft under a military US DC CD CA (Civil) 

contract ._ .' 


Defense $2,000,000 

'Procurement Fraud* (Civil) 


with Stockholder Lawsuits 
GAO/NSIAD-95-166 (July I99S) 

Settlement. 4/29'l994 
Defense Contracts: Contractor 
Claims for Legal Costs Assodaled 
with Stockholder Lawsuits 
GAQ'NSI AD-95-1 66 (July 1995), 
The New York Times CW'30.94 

Settlement, 12/1/1994 
Defense Conuacts: Contraclor 
Claims for Legal Costs Associated 
w 1th SUKkbolder Lawsuits 
GAO.>!SIAD-95-166(July 1995) 
Senlemcni. 6/14/1995 
Department of Justice (DOJ) Press 
Release 06/14/95; Senlemcnt 
Agreement 


Settlement, 7/31/1995 
Department of Justice (DOJ) Press 
Release 07/31/95: Taxpayers 
Against Fraud (TAF) Quarterly 
Review October 1995; Settlement 
Agreement 


Settlement. ft/|/l997 
Departmeni of Defense (DOD) 
Inspector General Semiannual 
Report to the Congress <M.OI/97 • 
09/3097 


Settlement. 11/19/1997 
Senator Harkin and Representative 
DcFazio Press Release 06'07 j' 00; 
Department of Justice (DOJ) Press 
Release 1 1/19/97; Taxpayers 
Against Fraud (TAF) (Juarterly 
Review Volume 5 April 1996. 
Volume 12 January 1998 

Senlemcnt. 12/1/1997 
Senalor Karfcin and Representative 
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Boang 

-McDonnell 

Douglu 

Boeing 

Boeing 


Boeing 


Boeing 


DeFezio Piess Release 06>Q7.'00 


Defense 

"Defective Pricing" 


Sl.850.000 Settlemenl. S'! 3/1998 

(Civil) Senator llarkin and Repre s e n lalive 

DeFazio Press Release OStlT/OO 


Defense SIO.OOO.OM 

"Boeing repeatedly exported (Civil) 

defense articles and defense 

services to Russia, Ukraine, 

and Norway without required 

approval from the Deparimenl 

ofSttte." 


Settleinent, 9/26>'l998 
State ITepnstineni Charging Letter 
09'D2/98: Sute Department 
Consent Agreement 09/26.'98 


Defense 

Allegedly "produced defective 
aircraft and falicly ceriiftcd 
parts and workmiinsliip * 


Pending. 12/3/1998 


United Slates V Taxpayers Against Fraud Quarterly 

Boeing, Docket *98- Review Voluine 12 January 1998: 
CV-I7I6,US0CWD Court Docket: National 
WA (Civil) Transportation Safety Board Public 

Meeting 08/22-23^X10; Confirmed 
by US Attorneys Office WT> WA 
(Seattle) on 04/27/01 


Defense 

"Alleged that Boeing placed 
defective flight-critical 
transmission gears into CH-47D 
Chinook bdicopters." 


S6I»0,000 
United Stales v Boemg. 
Docket #97-CV-ll0, US 
DCSDOH (Civil) 


Aviaco V Boeing Canada, 
Docket »98-C\'-1596$5 
CM; Aviaco v McDonnell 
Douglas, Docket *92-(rV- 
2401, US DC SD FL A 
Docket #92-CV-3739, US 
DC CD CA (Civil) 


$2,023,000 


Settlement, 8/1/2000 
Department of Defense 
(DOD) Inspector General 
Press Release Ot/0 1 dX)- 
08/13/00; Depottmcni of 
Justice (DOJ) Press Release 
08«3/00; DOJ Press Release 
03/01/97; Taxpayers Against 
Fraud (TAF) Quarterly 
Review Volume 14 April 
2000, Volume 18 July 2000, 
Volume 


Pending, ia'1/2000 
The Lawyers Weekly 
10/06/00; Court Docket: 
Confirtned by the Superior 
Court of Justice Clerk's 
Oflice, Ontario, Canada on 
04/19/01 


Senlement, 11/13/2000 


Defense 

allegations that Boeing had 
agreed to pay bribes to ofTicials of 
the Bahamas government „ as a 
means of securing a cooiiaci _ ,* 


Boeing 


Defense 
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Alle(edly 'concealed fraud by a United Stales v Boeing, 
subcontractor.* Docket #0O-C\'-32. US 

DC COCA (Civil) 


Department of Justice <DOJ) 
Press Release 01/I2A)0: DOJ 
Press Release II/^.TOOO: 
Taxpayers Against Fraud 
(TAR Quarterly Reviea 
Volume IS March 2000 ; 
Court Docket 


Boeing 

Defense 

$4,200,000 

Fine. 4/7, Wl 


The Department of Stale charges 
that The Boeing Company 
violated the Arms Export Control 
Act snd the IntemstionsI Traflk 
in Amts Regulations „ . One 
hundred ten (1 10) violsiioos are 
alleged * 

(Administrative) 

Stale Deporanenl Charging 
Letter 03/3001 : Consent 
Agreement 0X300 1 : 
Confirmed by State 
Depanmeni Press OfTice on 
04/I&OI 

Boeing 

Defense 

$18,000,000 

SettlenKitt. 3/4.3003 

••Boeing 

'SelllenKnl of the 1 23 charges 

(AdmitUfUalive) 

DepoTOnent of State Press 

Satellite 

against them (Boeing and Hughes 


Release 0X0503: Department 

Systems 

Electronics! for violations of the 
Arms Export Control Act and the 
International Traflic in Aims 
Regulations.* 


of Slate Charging Letter 
12/2602: Boeing Press 
Release 03.0503 

Boeing 

Defense 

$492,163 

Settlement. 4.'4/2003 


The settlement resulted from 

United Slates v Boeing. 

United Stales Attorney's 


false claims submitled by Boeing 

9g<V-t842. US DC ED 

Office Eastern District of 


to the goveminent for payment.* 

PA (Civil) 

Pennsytvaitis Press Release 
4.'4.2003: Settlement 
Agreement 

Boemg 

Defense 

$2,500,000 

Settlement, 5/163003 

"McDocmdl 

*.,. Boeing allegedly failed to 

Saenson v McDonnell 

Deparoneni of Defense 

Dooglfts 

provide (a safely system for the 

Douglas Helkopler. 
Docket »98<A'-I476. US 

(DOD) Inspector General 

Hcticopdcr 

Apacbe helicopter] with the 28 

Press Release 0631.00: 

S>’stefns 

sxslts requited for proper 
operation* 

DC AZ (Civil) 

Taxpayers Against Fraud 
(TAF) Quarterly Rexicai 
Voluine 19 July 2000: Court 
Docket 

Boeing 

Defense 


Pending, 6/1013003 


'Alleges dial Boeing and its 

Lockheed Moron v 

Lockheed Maron Press 


employees committed siolalioos 

Boeing. Docket IM3-CV. 

Release 06/ 10/3003: Court 


of Federal and Florida laa 

796, US DC .MD FL 

Docket 


resulting liorn ibeir solKitatron, (Civil) 
acquisition, and use of Lockbeed 
Martin proprietary information 
during the competition for launch 
contract am-ards under the US. Air 
Force's Evolved Expendable 
Launch Vehicle program.' 
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Exhibit B 


APPLICABILITY OF SPECIFIC STATUTES TO OTHER 
TRANSACTION AGREEMENTS 

• • • 

Department of Defense Oiher Transactions: An Analys is of Applicable Laws 
A Project of the Ad Hoc Working Group on Other Transactions Section of 
Public Contract Law, 2000, American Bar Association, from Table 1. p. 27 

• • • 


Item 

No. 

I. 


4. 

5. 


Statute 

Competition in Contracting Act, Pub 
L. No.98-369 (1984), as amended 

41 U.S.C. §§ 601 e; seq., the Contract 
Disputes .Act, Pub. L. No. 95-563 
(1987). as amended 

31 U.S.C. §§ 3551 ct seq.. Procurement 
Protest System, Subtitle D of the 
Competition in Contracting Act. Pub. L. 
No. 98-369(1984) 


10 U.S.C. § 2306, Kinds of Contracu 

10 U.S.C. § 2313. Examination of 
records of contractor 

10 U.S.C. § 2353, Contracts: acquisition, 
construction, or furnishing of test 
facilities and equipment [to R & D 
contractors] 

10 u s e. § 2354, Contracts: 
indemnification provisions 


Applicability of Statute 
toOTs 

CICA does not apply to OTs 


CDA does not apply to OTs 


The protest system at GAO docs not 
apply to protests over the award of 
OTs. However, the GAO will likely 
review the agency’s use of OTs to 
determine whether the statutory 
requirements of 10 U.S.C. § 2371 
and § 845 arc met. 

Section 2306 does not apply to OTs 

Section 23 1 3 docs not apply to OTs 

Section 2353 does not apply to OTs 


Section 2354 does not a[^ly to OTs 


10 U.S.C. § 2393. Prohibition against 


Section 2393 docs not apply to OTs 
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doing business with cemin oficrors 

9. 10 U.S.C. § 2403. Major Weapons 

Systems: Contractor Guarantees 

Item 

No. Statute 


Section 2403 does not apply to OTS 

•Applicability of Statute 
to OTs 


10 . 


II. 


12 . 


13. 

14. 

15. 

16. 

17. 

18. 

19. 


20 . 


10 U.S.C. 5 2408. Prohibition on 
persons convicted of defense contract 
related felonies and related criminal 
penalty as defense contractors 

10 U.S.C. § 2409. Contractor employees: 
protection from reprisal for disclosure of 
cenain information 

31 U.S.C. 5 1352. Limitation on the use 
appropriated funds to influence certain 
Federal contracting and financial 
Transactions 

41 U.S.C. § 423. Procurement Integrity 
Act. § 27 of the Office of Procurement 
Policy .Act 

41 U.S.C. 701-707. Drug-Free 
Workplace Act of 1988 

41 U.S.C. §§ 10a - lOd. Buy .American 
.Act 

35 U.S.C. 200-212 ( 1980MBayh-Dole 
Act) 

10 U.S.C. § 2320 and § 2321, Technical 
data provisions applicable to DoD 

10 U.S.C. S 2306a. Truth in Negotiations 
•Act 

41 U.S.C. § 422, Cost Accounting 
Standards 

10 U.S.C. § 2334, Cost Principles 


Section 2408 does not apply to OTs 


Section 2409 does not apply to OTs 


Section 1352 does not apply to OTs 


The Procurement Integrity .Act docs 
not apply to OTs 


The Drug-Free Workplace .Act docs 
apply to OTs 

The Buy American .Act docs not 
apply to OTs 

The Bayh-Dole .Act docs not apply 
to OTs 

These provisions do not apply to 
OTs 

TINA does not apply to OTs 


Cost Accounting Standards do not 
apply to OTs 

Cost Principles do not apply to OTs 


Senator McCain. Secretary Bolton, I think you deserve the op- 
portunity to respond. 

Mr. Bolton. Yes, sir. Thank you very much. This will center on 
why we use an OTA, why we have an LSI, and why we have this 
particular contractor, Boeing. 

Let me first respond to the basic notion of an OTA. All the rea- 
sons that have already been stated by the other gentlemen here are 
absolutely correct. We have OTAs to attract other folks who typi- 
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cally would not go and do business with us, maybe to get some new 
technology that perhaps we would not have gotten from other 
places. 

Senator McCain. But if I could just mention, I have the same 
quote here that Mr. Boehm had. The law written into the Defense 
Authorization Act of 1999 says: “The conferees are especially con- 
cerned that such authority not be used to circumvent the appro- 
priate management controls in the standard acquisition and budg- 
eting process.” The authority should be used in exceptional cases. 
Is this an exceptional case? 

Mr. Bolton. I believe so. 

Senator McCain. Okay. Please proceed. 

Mr. Bolton. Let me set the stage and then I would like to go 
point by point with Ken there. 

When I arrived here and was briefed on this program, it was 
clear to me this was one of the most complex, ambitious programs 
I had ever seen. In fact, my initial reaction was let us not do this 
because I know for a fact you are not going to be able to do it on 
the time line, which, Mr. Chairman, you may recall was 2010. It 
had already been drug back 2 years to 2010. I arrive here in 2002. 
We have 71/2 years to do a job that normally takes 10 to 15 years. 
I knew that it would be a challenge not only from the contracting 
aspects, but just because of all the other things that we do in this 
normal acquisition process, from requirements of resourcing to the 
actual contracting, to the testing, to the fielding, and so forth. This 
was going to be a very difficult task. 

I have done this before, not on this scale, but one thing I have 
noticed time and time again, you cannot do this without a very 
strong team and a very strong team leader. We saw that on the 
Manhattan Project, the Trinity Project. We saw that on the space 
program during the 1960s. Every successful program that has been 
challenged like this has had to have a strong team. Government 
and contractor. You will fail if you try to do it any other way. 

Now, I looked at what was going on. DARPA and the Army were 
teamed at the time. DARPA was in the lead. They were setting the 
concept phase. They had started to build a team with four different 
contractor groups. When I came aboard, as I said, the time line had 
been moved to the left. DARPA was in the throes of going through 
a competition to reduce this down to one, all spelled out in their 
OTA as to how that was going to run. They selected the current 
LSI and the LSI approach, by the way. 

We had an option in the Army whether to continue that when 
I picked it up in the current phase. So I went to our folks, and I 
said, here is the challenge we have. We have to continue the strong 
team, in fact, build it. Is it possible to use the OTA because the 
OTA, aside from as Congress has intended, the one thing I noted 
over and over again — and I was the lead for the Department of De- 
fense in 1996 to look at OTAs for the use of the military depart- 
ments. 

Senator McCain. Why was the Procurement Integrity Act not in- 
cluded? 

Mr. Bolton. The one thing that folks have glanced over, what 
you have there are the clauses that are in. 

Senator McCain. The what, sir? 
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Mr. Bolton. The FAR clauses that are not in. TINA, for exam- 
ple, is not in — The Truth in Negotiations Act. True, it is not there. 

However, let me tell you 

Senator McCain. Why not? 

Mr. Bolton. Because if I put all of TINA in there, I will pay for 
things that I do not need. Let me tell you what I do have in there, 
sir. 

Senator McCain. Because of Truth in Negotiations Act provi- 
sions, you would he paying for things you do not need? 

Mr. Bolton. Let me tell you. What I have done, I have access 
to all the hooks for all the contractors. 

Senator McCain. Does Congress? 

Mr. Bolton. Yes, sir, you do. 

Senator McCain. Does the public? 

Mr. Bolton. Yes, they do, through the normal process as you 
would with any FAR contract. 

Here is what we did. We said, look, you do not have to do this, 
but you, Mr. LSI, and the subcontractors are required to submit ac- 
curate costs and pricing data to the Government for negotiations 
for this OTA. By the way, I will send in the Defense Contract Audit 
Agency, which they did, and I will verify all that before I sign this 
piece of paper. Oh, by the way, I will also have the Defense Man- 
agement Agency to go there to verify this as well as your earned 
value. 

Senator McCain. Is that certified, sir? 

Mr. Bolton. Those folks certify to the grants officer that all the 
data was accurate and reasonable. The grants officer took that in- 
formation and said, therefore, I can sign on behalf of the Govern- 
ment that what we negotiated was fair and reasonable. 

Senator McCain. That is certified. 

Mr. Bolton. Yes, sir. 

Senator McCain. Thank you. 

Mr. Bolton. All we have to do is go back and look at the data. 
I had the folks that we in the Department of Defense use, not the 
Army, the Defense Audit Agency, to go in there to do that. 

We also have a provision in this agreement spelled out in, I think 
it is, article 13, which is another clause, for the U.S. Comptroller 
General to go in and take a look. He has not done that, but he 
could if he wanted to. 

Senator McCain. Was that information certified by the con- 
tractor? 

Mr. Bolton. Certified by our folks. 

Senator McCain. Why would the contractor not be required to 
certify it? 

Mr. Bolton. Here is what you get when you do this, and I have 
done this on many contracts. I put TINA in there. You floor it 
down. The contractor goes out there, does his thing, and I might 
go in there and take a look. But I have the contractor on a short 
hook here. If I find out that there is defective pricing here, I can 
get money back. I can legally sue him. 

I have the same thing here. If you will read agreement, you will 
see in there I do not have to worry about litigation. I unilaterally 
go in there and I adjust the price and get the taxpayers’ money 
back if I find that you have given me the wrong price. 
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Senator McCain. Well, then would it not apply to every acquisi- 
tion that you do not need TINA? 

Mr. Bolton. That is up to other acquisitions. I am only focused 
on the Future Combat System. 

Senator McCain. The Army Deputy General Counsel for Acquisi- 
tion told the Senate Armed Services committee last week he could 
not think of a single reason why the Procurement Integrity Act 
should not be included in the FCS other transaction agreement. We 
asked him why it did not include the Procurement Integrity Au- 
thority (PIA) language. He suggested it was a decision made by 
“higher Army authorities.” 

Why would you not want Procurement Integrity Act provisions 
put in any contract that the Government enters into? There is a 
reason why we passed that law. 

Mr. Bolton. Yes, sir, and we did not put it in per se. 

Senator McCain. Why not put it in per se? 

Mr. Bolton. What we asked them to do — ^because I wanted 
more. 

Senator McCain. Pardon me? 

Mr. Bolton. I wanted more. 

Senator McCain. Okay. 

Mr. Bolton. Here is what I wanted. I wanted to make sure, be- 
cause ethics is a concern here, a big concern, everybody who is on 
this team can sign a piece of paper and say, hey, look, I am not 
going to share any information with anybody. We did that from the 
first source selection on. We put fire walls up. We asked IDA to 
come in and take a look at that. We had our lawyers take a look 
at it. We looked at the pieces of paper people were signing to make 
sure that you are not going to share this information with anybody 
else. 

We also said we want you to do this for the whole team once we 
are on board. So the contractor, the LSI, has put together a con- 
sultant. That consultant has put together classes. Folks are now 
finishing up, not just for the LSI but for all of the subs to go to 
this class, learn about integrity, the same thing I go through every 
year and that I certify. That is what I want folks to do, and then 
I track it. 

I think that is what we are trying to do. 

Senator McCain. I think that is what we are trying to do. Sec- 
retary Bolton. I appreciate your outstanding service to this country, 
but we do have laws in place that were put in that were simply 
there in order to protect the taxpayers. 

Mr. Bolton. Yes, sir. 

Senator McCain. Now, what you are saying is we do not need 
those laws. You can do the job yourself better than enforcing laws 
that were passed by the Congress of the United States to preserve 
the integrity of the taxpayer. You can do a better job. 

My point is if you want to come back and say, change the pro- 
curement laws. Congress, so that I can do a better job than these 
laws are having any beneficial effect, then I would be certainly 
open to it. I know this committee would be and so would all of Con- 
gress. 

Mr. Bolton. Yes, sir. 
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Senator McCain. But to just make a decision on your own that 
laws that were enacted because of previous scandals to try to pre- 
vent future scandals are being exempted from a huge $100 billion- 
and-some contract, you are going to have to give me a better reason 
than the fact that you have great judgment. 

Mr. Bolton. No, sir. It is not my judgment. I am responsible. I 
am the one to blame for everything that goes wrong. 

Senator McCain. We have had many in the past who were re- 
sponsible, but the taxpayers still lost billions of dollars. 

Mr. Bolton. Yes, sir. 

Senator McCain. That is why we passed the Procurement Integ- 
rity Act. That is why we passed the Truth in Negotiations Act. 

Mr. Bolton. Yes, sir, and what we have challenged folks to do 
is to take a look at every one. There are roughly in a typical FAR 
type of contract for this type of activity, actually for a single pro- 
gram, probably 147 FAR clauses in there. I can go through any 
contract. I have been there. I have done this. Yes, we have pro- 
tected the public, but not from costs of that program. I have 
worked programs where I knew I was getting data 

Senator McCain. Then your argument is we should repeal these 
laws. 

Mr. Bolton. No, sir, not at all. What I am saying is that what 
the OTA allows you to do is to tailor in what you want. The articles 
I am talking about 

Senator McCain. Even though Congress said it should be an ex- 
ception and used for nontraditional contractors with the Defense 
Department. 

Mr. Bolton. What was not pointed out, although I have not got- 
ten what I would like to have in nontraditionals, we do have four, 
not the one that is required by our rules and the Department of 
Defense, but four. Two of them came from the original concept 
phase. One of those is the person who is putting together our entire 
advanced collaborative system. That is where we put all of the data 
so we can work this thing across the country. The other is iRobot 
who is helping us with the robotics, the ground 

Senator McCain. Do you know who it was at Boeing that sug- 
gested the OTA be used? Mr. Sears. 

Mr. Bolton. I do not know that to be true. I am the guy who 
sat there in the office, contemplating this. He and I never talked 
about OTAs. Never, sir. 

Senator McCain. You never did. 

Mr. Bolton. No, sir. 

Senator McCain. Thank you, Mr. Secretary. 

Mr. Francis, do you have any views on this dialogue here? 

Mr. Francis. Well, Mr. Chairman, I think we have heard some 
discussion about what is and is not in the contract. 

Senator McCain. We are probably going to ask you to define that 
for us. Go ahead. 

Mr. Francis. Right now? [Laughter.] 

We are in the process now of taking a closer look at the contract 
for you, as a matter of fact. 

We do know that there are some standard FAR provisions in the 
OTA, quite a number of them. Where there are not FAR provisions, 
there are negotiated provisions in there. So, for example, we know 
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the certified cost and pricing data is not a clause that is in the con- 
tract. There is a negotiated clause in there. We have to take a look 
at that to see what protections that offers. So we are going to do 
a side-by-side analysis. 

Mr. Bolton says that is certified. I guess that was the one ques- 
tion I had. You look at a provision like that. I understand there is 
going to be cost and pricing data. Is it going to be certified the way 
the law would require? Those are some of the distinctions I think 
we have to take a look at. 

Senator McCain. Secretary Bolton, what we would like to do is 
get some questions to you along the lines of what Mr. Francis is 
talking about. 

Look, I appreciate the enormity of the challenge here and the im- 
portance of modernizing our Army to meet the new challenges. We 
are not interested in holding it up in any way. But we do have this 
obligation to the taxpayer. So what we would like to do, for the 
record, is get questions from Mr. Francis and get them to you so 
we can be exactly sure what provisions are in force, and if not the 
PIA and TINA, then others. 

Mr. Bolton. Yes, sir. Let me tell you I really do appreciate that. 
I know the GAO has three folks who are full-time on this program. 
I have always asked everyone — in fact, will ask again when we go 
over it the next look-see outside of the Army — if there is anything 
we need to do to make this better, please tell me. I have asked that 
for the last 2V2 years of everyone. 

Senator McCain. Thank you. 

Mr. Bolton. It is not for us to use an OTA, FAR, whatever. 
What we are really trying to do is put a capability out there. 

Senator McCain. Dr. Graham, assuming that Secretary Bolton is 
correct — and I do not question him — that it was far better in nego- 
tiating this contract to use OTA, which obviously was not the in- 
tent of Congress when the law was passed — but let us set that 
aside — so that certain impediments to getting this major mod- 
ernization of the United States Army into being, does that argue 
that we should change our procurement laws? Could IDA look at 
that for us? [Laughter.] 

Dr. Graham. I think that the simple answer is we were really 
asked to look specifically at this agreement, and as Secretary 
Bolton said 

Senator McCain. Dr. Graham, do not duck now. You are an ex- 
perienced and talented guy. [Laughter.] 

Do not tell me what you were asked to do. I am asking for your 
opinion on this, and I would appreciate it really. 

Dr. Graham. Well, I think it is worth looking at these things, 
yes. 

Senator McCain. Pardon me? 

Dr. Graham. I think it is worth looking at these things, yes. 

Senator McCain. Thank you. It might call for, seriously, a look 
at the procurement law as it exists. Perhaps it is too burdensome. 
Perhaps it does drive up costs, as Secretary Bolton states that it 
might, and that is the last thing we want to do. But when there 
are laws on the books, Mr. Secretary, it seems to me that they 
should be enforced until we change them. 

Well, anyway, you wanted to say something else. Go ahead. 
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Mr. Bolton. Yes, sir. It really gets to the whole notion of pro- 
curement laws and so forth. It is something that has bugged me 
for years. 

I am an acquisition type. So you get stones thrown at you all the 
time. Year in and year out, we are talking about streamlining ac- 
quisition, whether that is through procurement laws or some other. 
If you do not mind, I would like to put up one poster because I 
think it makes the point that if we do not address this — and it is 
what we are doing on the Future Combat System — then we will al- 
ways — why do I not just put it up here on the desk so you can see 
it. 

[The information referred to follows:] 
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Mr. Bolton. When our current Chief of Staff arrived just over 
a year ago, we got talking about the FCS, what we are going to 
do. I told him this is one of the best team approaches I have ever 
seen. I have started major weapons systems programs that are now 
coming to fruition today, and it took them 22 V 2 years to get there. 
I predicted on the second day of that program in 1982 it would take 
that long. Why? Because all you have to do is look at all the other 
programs. Well, why is it that you acquisition guys cannot make 
this faster? 
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So I went to the Chief and I said, if we are going to make this 
work, it is not just me. We have formed a team here in the Army 
that is exceptional in its vision and what it is doing. 

The former Chief of Staff, General Shinseki, would have a meet- 
ing every month with his flag officers, senior flags in the United 
States, and he had a three-star who was running the task force. 
That three-star’s joh was to bring everybody together, the require- 
ments folks sitting over here, the resources 

Senator McCain. I got you. 

Mr. Bolton. — folks like me, the operators, and so forth, bring 
them all together to work as a team. 

Why is that important? Because traditionally what we do is we 
write a requirement, throw that over the transom. Someone like 
me is supposed to pick it up and convert that to a contract. Then 
someone is supposed to go test it, not exactly my organization, and 
then field it and then sustain it. 

Senator McCain. I understand. 

Mr. Bolton. What we are trying to do and what we are doing 
in the Army is we are bringing all this together. If you had gone 
down to Fort Monroe Training and Doctrine Command when we 
wrote the requirement for the 

Senator McCain. To be honest with you, I do not see how the 
Procurement Integrity Act and the TINA have anything to do with 
that chart. 

Mr. Bolton. Sir, your point was how do we help this country’s 
citizens be protected, the services get what they want, and can we 
do that through the procurement. All I am saying is that if you 
really want this to happen, you need to take a look at everything 
that happens in this whole process. 

Senator McCain. But again, I do not see how the Procurement 
Integrity Act or the Truth in Negotiations Act in any way would 
impede that process. Maybe you can tell me how. 

Mr. Bolton. No, sir. A point well taken. That applies across the 
entire board. 

Senator McCain. I thank you. Again, I thank you for the very 
difficult tasks that you perform admirably. 

Mr. Boehm, we have not heard from you. 

Mr. Boehm. Well, let me just say that one of the points about 
this was actually made in the Washington Post yesterday. There 
was a story on FCS. I think it was about the hearing and so forth. 
They quoted a professor at George Washington University who is 
a professor of government procurement law. He had this to say 
about OTAs. He said the problem with using OTAs is you do not 
have control mechanisms to work with when things go poorly. The 
reason you do not have them is the mechanisms to work with when 
things go poorly are these statutes that Congress passed in re- 
sponse to previous problems when programs went poorly. So that 
is the real risk of throwing out the baby with the bath water in 
this case. 

Also, let me just say this. On some of the clauses that were put 
in, the disputes resolution clause, article 15, there are all sorts of 
things that have the appearance of doing the same thing as the 
statute. But they do not do the same thing as the statute. In al- 
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most every case, if you take a closer look, they leave things out. 
The Truth in Negotiations Act is certainly a big one. 

One of the explanations I have heard by people who defend this 
OTA is you do not need the Procurement Integrity Act because, in 
fact, you have 18 U.S.C. 208 conflict of interest. They are two dif- 
ferent things. If the conflict of interest statutes covered everything 
in Procurement Integrity, Congress would not have needed to pass 
Procurement Integrity. 

So I think that a close, independent examination item-by-item is 
going to show that many of these things are missing, and if some- 
thing is not done, then a couple years down the road when things 
go wrong, to use the expression of the professor of procurement 
law, we will not have the tools to make it right. Even worse, we 
will not have the tools to prevent it because they have been ex- 
cluded from the agreement. 

Senator McCain. Thank you. 

Mr. Francis, we will send you a specific request to look at this 
side-by-side comparison that we discussed, and I would appreciate 
your help. 

Secretary Bolton, you wanted to say something else. 

Mr. Bolton. It is about tools. I agree. We have not had the right 
tools in the past. You, of course, remember what this is. You and 
I grew up with this. 

Senator McCain. Yes, sir. 

Mr. Bolton. We now have electronic devices that we use. When 
I started in this game about 30 years ago, this is basically what 
we had. 

When it comes to measuring this contract — and I do it for all my 
contracts, FAR, OTAs. It does not matter — I rely upon one thing 
above all else, and it is the earned value management system. We 
lay out with the contractor all the work. This is all the subs, all 
the work, down to the last person, that we expect them to do dur- 
ing the year. We also lay in a budget schedule and money. 

Once we agree to that, then we track it on a daily basis, a weekly 
basis, and a monthly basis. It gets reported out to the company 
teams on a daily basis, to my PM on a weekly basis, to me on a 
monthly basis, and then it is formally brought into the building 
every quarter. We bring that up to the staffs here on a quarterly 
basis. 

I used to terminate programs, and it gets back to the point that 
was made earlier that we are going to go somewhere down the 
street. I have terminated over 70 programs since I have come here. 
The first thing I look at is the earned value. I do not care how big 
the program is, if you are not performing to that earned value for 
two quarters you come in, the third quarter you show cause, and 
on the fourth one, you are probably being terminated. I take that 
seriously. 

Senator McCain. Thank you. 

Mr. Francis, you have studied the FCS program as closely as 
anybody. In your opinion, was the Army’s decision premature in 
moving from concept and technology development into the critical 
SDD phase of the FCS program? 

Mr. Francis. Mr. Chairman, I would say yes, the decision was 
premature. When a program is going to go into the SDD phase, you 
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want to have a pretty good understanding of the requirements. You 
want to have mature technologies. You want to have a preliminary 
understanding of the design to put you in a position to get a good 
cost and schedule estimate. As we reported, when the FCS went 
through that milestone in 2003, it did not have that level of knowl- 
edge. As I look at the program today under the restructuring, it 
still does not have that level of knowledge. We are still working re- 
quirements; technologies are not yet mature; and the preliminary 
design review is a couple years away. So I would say we are still 
some time away yet from being at that point where we would be 
comfortable with the decision. 

Senator McCain. Dr. Graham, the Institute for Defense Analyses 
should look at the entire procurement issue, if you all would. I 
would be glad to send you a letter. We need to look at the whole 
procurement process, and I think your institute could probably be 
of assistance to us, given the experience, background, and talent 
that you have. I know it is not exactly in your line of work, but 
you certainly are familiar with this and I would appreciate it. We 
need to look at this whole issue of procurement, not just this spe- 
cific program. I have questions about the C-130J and other pro- 
grams. So we would like to get your help on that. 

Mr. Boehm, thank you for your continued animated participation 
and we appreciate it very much. 

I would like to say a word. I do believe that Boeing went through 
a very wrenching process. They did have people over, including 
former Senator Rudman, to look at the way they did business. They 
have set up a code of ethics, and I think they have made some sig- 
nificant efforts to clean up their act here. I appreciate their efforts. 
Perhaps the latest event concerning Boeing was the implementa- 
tion of the code of ethics that they had enacted. 

Secretary Bolton, you have a tough job. We are here to help, and 
we want to do everything we can. I have significant questions 
about this program, but I hope you know that we are attempting 
to move this incredible transformation forward as quickly as pos- 
sible with a minimum of difficulty and exercise our appropriate 
oversight responsibilities. 

I thank the panel for being here. This hearing is adjourned. 

[Questions for the record with answers supplied follow:] 

Questions Submitted by Senator John McCain 

ARMY RESTRUCTURE 

1. Senator McCain. General Cody, we understand that under the modularity ini- 
tiative, the Army is currently increasing the number of Active-Duty brigades from 
33 to 43, while reducing the number of National Guard brigades to 34. In your pro- 
fessional judgment, how will the 2005 Quadrennial Defense Review (QDR) affect the 
force-sizing construct and modularity? 

General Cody. While it is too early to predict the outcome of a process that will 
continue for several more months, I believe the QDR will result in a force-sizing or 
force-planning construct that better addresses the challenges we are facing today 
and those we envision over the next 20 years. Regarding our creation of the current 
Army Modular Force and its transformation to the future Army Modular Force over 
the next few years, early signs in the QDR process are very positive. Creation of 
the current Army Modular Force is critically important to achieving our national ob- 
jectives in the global war on terror, and better aligns today’s force organizationally 
with future organizations. 
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AVIATION RESTRUCTURE AND MODERNIZATION PLAN 

2. Senator McCain. Secretary Bolton and General Cody, the new Army aviation 
structure will consist of eight heavy (six active and two National Guard), three me- 
dium (all active), and two light (all active) multi-functional aviation brigades 
(MFABs). There will also be six Aviation Expeditionary Brigades (AEB) in the Na- 
tional Guard. Is the cost of the aviation restructure covered by the $14.6 billion 
made available by the termination of Comanche? If not, what is the estimated cost 
for the aviation restructure and what is the Army’s plan for funding the restruc- 
ture? 

Mr. Bolton and General Cody. Yes, funding made available by the termination 
of the Comanche program, combined with funding already associated with Army 
aviation programs and the Army Modular Force have enabled us to restructure 
Army aviation. Costs for installation and infrastructure requirements created by 
Aviation restructuring are not covered by Comanche funding. These requirements 
are addressed by the Assistant Chief of Staff, Installation Management reprogram- 
ming and/or supplemental funding requests. 

3. Senator McCain. Secretary Bolton and General Cody, why does the Army mod- 
ernization plan fail to completely modernize the Apache fleet to the Longbow con- 
figuration, instead of maintaining 117 of the older AH-64 A-model Apaches in the 
National (xuard? 

Mr. Bolton and General Cody. The current approved Army strategy will convert 
284 AH-64 Apache aircraft to AH64D Block III configurations beginning in 2010. 
The intent of the Army is to bring all 597 Longbow aircraft up to Block III (which 
goes beyond the Program Objective Memorandum (POM) for fiscal years 2007-2011 
and into the extended planning period). The Army will continue to review future op- 
tions and funding to address the potential upgrade of the remaining 117 AH-64As. 

4. Senator McCain. Secretary Bolton and General Cody, what factors are led to 
the decision to slip the Apache block III program 2 years? Why can’t you use a num- 
ber of the AH-64 A-model Apaches in the National Guard that are not being recapi- 
talized into the D-model Apache? 

Mr. Bolton and General Cody. The Apache fleet strategy outlined in the Army 
Modernization Plan 2005 addresses the critical issue of the aging AH-64A model 
fleet. The delay on Block III was the result of the pressing need to address aircraft 
modifications for combat that is. Blue Force Tracking, 701C model engines. Reset, 
and the program delay by 2 years of the Joint Tactical Radio System for the Block 
HI Apache. Additionally, the Block III program, if kept on the original schedule, 
would have taken two AH-64D battalions (48 aircraft) out of the war fight for in- 
duction on the AH-64D Block III production line. In the 2-year delay time period, 
an additional 96 AH-64As, found in the Army National Guard and Army Reserves, 
will be converted to the AH-64D Block II configuration. 

5. Senator McCain. Secretary Bolton and General Cody, the AEBs will be aug- 
mented with light utility helicopters for active Army installation support and for 
State and homeland defense missions. Why is it not worth the additional cost to ac- 
quire more Black Hawks and avoid a separate low-density fleet of helicopters that 
the Army cannot employ in non-permissive environments? 

Mr. Bolton and General Cody. The Army is planning on procuring the Light 
Utility Helicopter (LUH) to replace the aging OH-58A/C and UH-1 fleets. The OH- 
58NC and UH-1 aircraft are currently performing non-combat missions for the Na- 
tional Guard and table of distribution and allowances (TDA) units within the active 
component. The LUH will be a versatile, low cost aircraft capable of performing the 
missions that are currently conducted by the OH-58 and UH-1 aircraft. The pro- 
curement of the LUH will allow the Army to not only divest itself of aging aircraft, 
but it will also allow for the 00-60 aircraft currently conducting missions in TDA 
units to cascade to the combat units. The delta between the procurement and oper- 
ating and sustainment cost of the LUH and the UH-60, as noted in the analysis 
of alternatives for the LUH, supports the acquisition of the LUH. 


RESET 

6. Senator McCain. General Cody, the Army is spending billions of dollars to re- 
pair and replace equipment damaged and destroyed in Iraq as units rotate back to 
the U.S. and prepare for their next deployment in a process called “Reset.” The 
Army’s own “stress on equipment” study suggests that the Army is building up a 
backlog which in fiscal year 2005 alone is $7 billion-$13 billion. How big is the fis- 
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cal year 2005 backlog growing and what steps are you taking to mitigate the growth 
in backlog? 

General Cody. A backlog of requirements for repair is growing primarily because 
equipment is in use and cannot be removed for higher level repair. Equipment 
usage has prevented the Army from removing some equipment from theater, such 
as the vehicles with added armor. Much of this equipment will be in need of replace- 
ment, overhaul, or recapitalization when hostilities end. This includes our 
prepositioned stocks and the equipment units have left behind in theater for use by 
follow on units. In addition, the Army sees the need to recapitalize a number of sys- 
tems, but the equipment is with units that are training to return to theater. The 
exact size of the backlog is difficult to determine and its growth will be dependent 
on the length of future operational requirements. The Army estimates it will take 
2 years following the end of hostilities to fully repair and replace all necessary 
equipment. Two Army initiatives, Lean Manufacturing and Public Private Partner- 
ships, help to mitigate the growth in backlog. Lean Manufacturing is a process rede- 
sign effort that increases the efficiency of our maintenance lines. Partnerships be- 
tween our Army depots and the commercial sector enable us to capitalize on the 
strengths of each, which results in reduced costs and improved through put. 

7. Senator McCain. General Cody, has the industrial base been able to absorb the 
increase in demand to repair and replace equipment? 

General Cody. For the vast majority of Army systems, the industrial base has 
been able to absorb the increase in demand to repair and replace equipment. In 
some cases, we have purchased from foreign suppliers. In other cases, we have made 
specific investments in Army arsenals and depots and hired additional civilian 
workers to meet large demands for cutting armor plate steel for modification kits 
to improve armor protection for unarmored vehicles. We have also been working 
hard to increase private sector production capabilities. In limited cases, we will in- 
vest in private facilities, purchasing production equipment to meet higher demands 
of sustainment and Army modernization. 


MODULARITY 

8. Senator McCain. General Cody, the Army is in the process of restructuring its 
force to better meet current operational requirements. The Department recognizes 
that this will require significant resources and has added $25 billion in the fiscal 
year 2007-2011 time period to the $13 billion the Army already identified for 
modularity. The Department requested $4.6 billion in the fiscal year 2005 supple- 
mental budget request and intends on requesting an additional $5 billion in the fis- 
cal year 2006 supplemental request. Does the $48 billion represent the full costs for 
modularity anticipated to be funded through regular and supplemental appropria- 
tions? If not, what is the Army’s current cost estimate through 2011? 

General Cody. The Army estimates the costs to transform to the Army Modular 
Force at $48 billion. This includes procurement of equipment, requisite infrastruc- 
ture, sustainment, and training. Not included in the Army Modular Force cost is 
an estimated $16 billion in fiscal year 2006-2011 for the fully burdened personnel 
costs of the temporary 30,000 endstrength increase to support both the operational 
requirements for the global war on terror and the Army Modular Force trans- 
formation. The Army anticipates supplemental or over guidance support to fund the 
end strenrth increases. 

Of the $48 billion to transform to the Army Modular Force, the Army base pro- 
gram will fund $38 billion: a combination of $13 billion reprogrammed for fiscal year 
2006-2011 and an additional $25 billion provided in the President’s 2006 budget for 
fiscal year 2007-2011. The Army anticipates that supplementals will fund $10 bil- 
lion for Modularity in fiscal year 2005 and fiscal year 2006. 

9. Senator McCain. General Cody, last year at this time, the Army estimated 
modularity costs to be $28 billion. Why has the estimate increased from the original 
estimate? 

General Cody. The original estimate for the Army Modular Force in January 2004 
included building 10 new Infantry Brigade Combat Teams (BCTs) in the active com- 
ponent and the reorganization of 33 active and 34 Army National Guard BCTs. To- 
day’s estimate accounts for reorganizing not only the BCTs but the entire Army to 
include support brigades, theater support structure and Joint Capable Headquarters 
in the Active, Reserve, and Army National Guard. In addition, the Army is actively 
responding to operational requirements and lessons learned in the global war on 
terror. 
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Lessons learned from Operation Iraqi Freedom (OIF) and Operation Enduring 
Freedom (OEF) have highlighted shortcomings in communication, force protection, 
intelligence, surveillance, and reconnaissance (ISR), and move capabilities. The 
Army Modular Force redesign that the Army is currently executing is designed to 
address these shortcomings through both organizational changes and investment in 
new equipment procurement. We have added and modified equipment in our mod- 
ular designs in real time to support our soldiers in the contemporary operating envi- 
ronment. Since January 2004, equipment additions and force design changes have 
been implemented. Some of these changes increase costs but many will save lives 
and increase operational effectiveness. Throughout our formations in combat, com- 
bat support, and combat service support units across the Active, Guard, and Reserve 
we have responded to the needs of the operational environment by hardening vehi- 
cles, increasing crew served weapons densities, and adding communication capabili- 
ties. 

10. Senator McCain. General Cody, will the planned level of funding he sufficient 
to man and equip the National Guard brigade combat teams to the same standard 
as the active component? 

General Cody. Yes. The current planned funding will man and equip National 
Guard brigade combat teams to the same standards as their active component coun- 
terparts. 

11. Senator McCain. General Cody, have you identified your fiscal year 2006 
modularity requirements and are they included in your fiscal year 2006 budget re- 
quest? If so, what are they? If not, why not? Please submit a detailed list of the 
total fiscal year 2006 and fiscal year 2007 modularity requirements. 

General Cody. The modularity requirements for fiscal year 2006 are $6.5 billion 
of which $1.5 billion is included in the fiscal year 2006 budget request. The fiscal 
year 2006 budget request includes $668 million in operations and maintenance, 
$808 million in procurement and $24 million in research, development, test and 
evaluation. The remaining $5 billion requirement for investment will be submitted 
in the anticipated fiscal year 2006 supplemental request. In fiscal year 2007, the 
modularity requirement is $6.6 billion with approximately $5.4 billion for procure- 
ment, $700 million for operations and maintenance and $500 million for military 
construction which also includes both family housing and barracks construction. 

12. Senator McCain. General Cody, given the high operational tempo for Oper- 
ation Iraqi Freedom and Operation Enduring Freedom, will the Army be able to 
adequately man and equip the new modular brigades, including 10 to 15 additional 
brigade-size units, by 2007 as originally intended? 

General Cody. Yes, while there will be some challenges in select low density 
skills, the Army will be able to man and equip the 10 new modular units of action 
as originally intended. The skills which remain a challenge are primarily due to the 
large increase of senior noncommissioned positions, which require time to grow. The 
decision for the additional five has not been made. 

13. Senator McCain. General Cody, is the Army planning to do additional anal- 
ysis, modeling, and simulations to determine the adequacy and capabilities of the 
modular units currently being fielded? 

General Cody. Yes. The Army will continue to review the current design of the 
modular brigades and refine the design as necessary based on simulations, mod- 
eling, and analysis. In addition, the new modular designs will be reviewed and ad- 
justments made based on the lessons learned in their fielding, training, and employ- 
ment in combat operations in Operation Iraqi Freedom and Operation Enduring 
Freedom. 

14. Senator McCain. General Cody, what tradeoffs is the Army prepared to make 
to fund modularity should future defense budgets be constrained? 

General Cody. The Modular Force is critical to our continued success and execu- 
tion of the global war on terrorism. It is our second highest priority overall, after 
the global war on terror. Our aggressive plan to rapidly field increased numbers of 
combat effective units to support subsequent rotations in Operations Enduring Free- 
dom and Iraqi Freedom is based on funding commitments from both the executive 
branch and the Office of the Secretary of Defense. Should future funding not sup- 
port our transformation to a modular force, we will neither trade-off combat capa- 
bility of the new formation nor essential quality of life programs for our soldiers and 
their families. The first would result in an overall decrease in our fighting ability, 
and the second would jeopardize the health of our All-Volunteer Force. Instead, we 
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would make the difficult decision of reducing the number of formations in the force 
to preserve its quality. 

15. Senator McCain. Secretary Bolton and General Cody, the Office of the Sec- 
retary of Defense (OSD) recently directed the Army to submit to the Deputy Sec- 
retary a plan that integrates its Future Combat System (FCS) and modularity pro- 
grams. Where is the Army in the development of a plan to integrate FCS and 
modularity programs? If so, what is the Army’s strategy for integrating the new 
modular units and their equipment now being fielded, and the FCS? 

Mr. Bolton and General Cody. OSD asked the Army to explain the two programs 
and how they work together to help OSD achieve the force objectives in the National 
Military Strategy. That report is due to OSD by April 1, 2005. The report will pro- 
vide a clear and consistent step-by-step vision of the Army’s transformation to the 
future with the development of organization and doctrine, first in the Modular BCTs 
then added capability with FCS spirals, with the next step being the conversion of 
Modular BCTs to the FCS units of action (UAs). The step-by-step conversion of 
Army Maneuver Brigades to the Future Force shows that Modularity, FCS spirals, 
and FCS UAs are compatible, sequential, and necessary. 

16. Senator McCain. Secretary Bolton and General Cody, has the Army developed 
an integrated funding plan to consider requirements and costs of FCS, modularity, 
and equipment reconstitution from ongoing operations? 

Mr. Bolton and General Cody. The Army plan addresses the challenge of bal- 
ancing the complexities of funding a war while simultaneously sustaining the cur- 
rent force and transforming to the Future Force. The Army program provides 10 
new modular combat brigades, converts others to modular designs, continues the de- 
velopment of FCS, spirals relevant technologies into the current force, and sustains 
aging vehicle fleets. Given assumed levels of funding, the Army has built an execut- 
able plan. At the completion of fiscal year 2011, the Army will have converted 77 
BCTs to the modular design. Given current guidance on available funding, there is 
sufficient funding to develop FCS and reset and recapitalize the operating forces. 
Programmed actions to reset and recap will sustain an adequate average fleet age 
of key combat systems. During the Extended Planning Period (EPP), the FCS pro- 
gram is projected to begin fielding FCS-equipped BCTs. Given current assumptions 
and plans, the projected FCS requirements “bow wave” is $6.5 billion over the EPP 
(fiscal year 2012-2020), which translates to 2 percent of requirements not resourced 
in projected funding. Tbe Army assesses the requirements bow wave as manageable 
financial risk and has sufficient trade space in Army research, development, and ac- 
quisition programs to eliminate the bow wave in future programming cycles. Retain- 
ing flexibility in planning and a sound and realistic resourcing strategy is an imper- 
ative for current readiness as well as for successful transformation. With the indis- 
pensable support of Congress and DOD, the Army will continue to adapt its pro- 
gramming to adjust to the urgent priorities of supporting a force at war as well as 
transform for the future. The future Army modular force will consist of a balanced 
array of these transforming units and will be poised to meet the demands of our 
National Security and Defense Strategies in the 21st century. 


FUTURE COMBAT SYSTEM 

17. Senator McCain. Secretary Bolton and General Cody, according to budget doc- 
umentation, the Army has invested roughly $6.0 billion in the FCS to date, includ- 
ing $2.7 billion authorized in the National Defense Authorization Act for Fiscal Year 
2005, and is still debating requirements. In the fiscal year 2006 budget, the Army 
requested $3.4 billion for the continued development of the FCS and restructured 
program to accelerate capabilities to the current force. Can you tell us what capa- 
bilities will be fielded in fiscal year 2008 and the scope of fielding? 

Mr. Bolton and General Cody. The Army plans to procure limited quantities of 
FCS accelerated capabilities, referred to as Spiral Program Manager (PM) UA ter- 
minology is now Spin) 1, in the fiscal year 2008 timeframe. These FCS accelerated 
capabilities consist of the unattended ground sensors, intelligent munitions systems, 
non-line of sight — launch system, the first installment of the FCS Network that in- 
cludes an integrated computer system, system of systems common operating envi- 
ronment and partial FCS Battle Command. The Spin (PM UA terminology is now 
Spin) 1 accelerated capabilities will be issued and installed on selected current force 
systems of the Evaluation Brigade Combat Team for the test, evaluation, and matu- 
ration of these technologies. Once the technologies have proven to meet required op- 
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erating capability, the Army intends to field these technologies to Brigade Combat 
Teams starting in fiscal year 2010. 

18. Senator McCain. Secretary Bolton, the Joint Tactical Radio System (JTRS) 
Cluster 1 program has been delayed 20-32 months because of technical and security 
issues, what is the nature of the issues, and what is the impact of this delay on 
the fielding the first spiral 1 increment? 

Mr. Bolton. The JTRS Cluster 1 delays are primarily related to three issues: 
cost/schedule growth due to technology availahility. National Security Agency (NSA) 
security certification/architecture requirements, and Size, Weight, and Power 
(SWaP). These requirements have necessitated a redesign of the current hardware 
baseline (as implemented in Cluster 1 Pre-Engineering Development Models (Pre- 
EDMs).) The Cluster 1 program has instituted an aggressive technology maturation 
program to deliver items such as antennas and power amplifiers capable of satis- 
fying the broad range of frequencies and throughputs which must he supported. In 
addition, the proCTam is working very closely with NSA to identify a cost efficient 
approach for resolving the security issues. The FCS program is working very closely 
with the JTRS Cluster 1 program to minimize any impacts. The FCS program has 
purchased multiple Cluster 1 Pre-EDMs for Core program and Spiral (PM UA ter- 
minology is now Spin) 1 integration requirements. Cluster 1 currently plans on de- 
livering fully NSA certified EDMs and low-rate initial production (LRIPs) in time 
to support fielding of FCS Spiral (PM UA terminology is now Spin) 1. Assuming the 
Cluster 1 early operational assessment and Defense Acquisition Board is successful 
and Cluster 1 is given the authorization to proceed in summer 2005, the impact to 
the FCS core program is negligible. As part of FCS’s risk mitigation strategy; how- 
ever, other radio options/alternatives are being considered. 

19. Senator McCain. Secretary Bolton and General Cody, the Army is working 
with OSD to develop an independent cost estimate for the FCS program. On March 
14, 2005, a Bloomberg News report indicated that the cost now exceeds $133 billion 
and that may be for only 15 units of action. Have you identified all of the program 
requirements? 

Mr. Bolton and General Cody. All the current Army requirements for FCS that 
exist in the Joint Requirements Oversight Council Operation Requirements Docu- 
ment (ORD) and the Operation and Organization document have been identified and 
flowed down to and are the basis for the FCS System of Systems Specifications 
(SoSS). As a result of this flow down, the SoSS contains all of the FCS requirements 
for the individual systems/platforms. Since the SoSS requirements are derived di- 
rectly from the ORD the requirements are directly traceable to specific ORD para- 
graphs. This traceability and the resulting connectivity assures that all Army re- 
quirements in the ORD and organization and operation (O&O) have been covered 
by the SoSS and that any change in requirements can be quickly and easily flowed 
into the SoSS. 

20. Senator McCain. Secretary Bolton and General Cody, what are the cost driv- 
ers for the program? 

Mr. Bolton and General Cody. The acquisition cost of the FCS program includes 
both research, development, test and evaluation (RDT&E) and procurement. For the 
FCS program, RDT&E accounts for approximately 25 percent of the acquisition cost 
and procurement: 75 percent. The cost drivers in RDT&E are Design Engineering 
(to include software development). Systems Engineering and System Test & Evalua- 
tion. As is typically the case with Army acquisition programs, recurring production 
is the primary cost driver within procurement, accounting for approximately 75 per- 
cent of total procurement. Within recurring production. Manned Ground Vehicles ac- 
count for approximately 60 percent, command, control, communications, computers, 
intelligence, surveillance, and reconnaissance (C'^ISR) 25 percent, and the remaining 
systems (unmanned ground and air vehicles, non-line-of-sight (NLOS-LS), and in- 
telligent munitions system (IMS) 15 percent. 

21. Senator McCain. Secretary Bolton and General Cody, do you really believe the 
program is affordable given your end strength, modularity, and reset requirements? 

Mr. Bolton and General Cody. The Army has developed an integrated, execut- 
able plan that provides the means for the Army to transform over time, while con- 
tinuing to provide modernized land forces for success in the near-, mid-, and long- 
term future. The plan addresses and balances the complexities of funding a war 
while simultaneously transforming to the Future Force and sustaining the Current 
Force. The plan provides 10 new modular maneuver brigades, converts 67 others to 
modular designs, continues development of FCS, spirals relevant technologies into 
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the current force, and sustains aging vehicle fleets. Given assumed levels of funding, 
the Army has built an executable plan. 

22. Senator McCain. Secretary Bolton and General Cody, during the 17 months 
since the milestone B (MS B) to transition FCS into system development and dem- 
onstration (SDD), the FCS lead systems integrator (LSI), in conjunction with the 
Training and Doctrine Command (TRADOC), has conducted numerous engineering 
trade studies to mature the FCS design concept. Has the Army acted on these trade 
studies? 

Mr. Bolton and General Cody. Yes, these trade studies have informed the Army. 
This has supported actions with their results incorporated into the ORD, System of 
Systems Specification, O&O and Design Concept. There are additional trade studies 
in progress and as the program proceeds, more trade studies will continue to ensure 
that quality program decisions are made and that potential impacts on the program 
and systems are addressed both from technical and operational points of view. 

23. Senator McCain. Secretary Bolton and General Cody, what are the out- 
standing major decisions regarding the survivability and deployability of the FCS 
platform? 

Mr. Bolton and General Cody. PM UA and the LSI briefed a concept for each 
of the eight manned ground vehicles (MGV) to TRADOC leadership in November 
2004. These concepts are deployable by C-i30, but they do not satisfy all of the 
user’s requirements. However, emerging results from initial force effectiveness anal- 
ysis reflect that the concepts are operationally effective. The outstanding major deci- 
sions regarding survivability and deployability of manned ground vehicles are tied 
directly to Army leadership approval to proceed with these concepts. Concept ap- 
proval is expected to be received prior to MGV System Functional Review in March 
2006. 

24. Senator McCain. Secretary Bolton and General Cody, does the Army still have 
a C-130 transportability requirement for FCS? What is the impact of a C-130 trans- 
portability requirement on FCS survivability, lethality, reliability, and maintain- 
ability? 

Mr. Bolton and General Cody. Yes, the Army still has a C-130 transport re- 
quirement for the FCS-equipped unit of action (UA). The requirement of using a C- 
130 pushes technology to be smaller and lighter in order to meet requirements such 
as survivability and lethality. MGVs are projected to meet reliability and maintain- 
ability requirements through the FCS program’s investment in a robust reliability 
and component maturation program and by integrating logistics influences up front 
and throughout the systems engineering process. MGV system-level trades to date 
have produced a relevant and balanced set of capabilities in a C-130 deployable con- 
cept configuration. As the program progresses through the systems engineering 
process and enters into the design phase, we will continue to assess and better un- 
derstand the impacts. Emerging results from recent Force Effectiveness (FE) anal- 
ysis has indicated that the current MGV concepts are operationally effective. Con- 
tinued EE analysis will enable the Army to further assess and improve upon the 
MGV design concepts. 

25. Senator McCain. Secretary Bolton, originally, the ECS program identified 31 
critical technologies, 25 percent of which are at or above technical readiness level 
(TRL) 6. Now, the restructured program identifies 32 critical technologies, of which 
24 percent are at or above TRL 6. What does that say about program risk? 

Mr. Bolton. When the program began, there were 31 Critical Technologies (CTs). 
Seven (23 percent) of which were at TRL 6. When the program subdivided CTs for 
better clarity there were some pieces that, although mature, were not yet tested in 
an “FCS” relevant environment and therefore their resulting TRL was lower, how- 
ever, if one considers all of the CTs including the subdivided pieces, there are 54 
CTs of which 20 (37 percent) are at TRL 6 or higher. From a program risk stand- 
point, only 5 of the CTs have a high (red) risk rating, 19 of the CTs have a moderate 
(amber) risk rating and the remaining have low (green) risk rating. 

26. Senator McCain. Secretary Bolton, the “Network” is considered the highest 
priority for FCS program development. Two key complementary programs for FCS 
are the Warfighter Information Network-Terrestrial (WIN-T) and JTRS, which will 
provide the “pipes” for the network. Why exactly is the FCS network so critical to 
the program? 

Mr. Bolton. The FCS Network satisfies voice, data, and video transmission and 
processing requirements necessary to realize network centric operations. This net- 
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work includes not only the WIN-T and JTRS “pipes,” but also integrated sensors, 
vehicular routers, and networked Battle Command software providing a “Network” 
of sensors, computers, radios, applications, and services to extend the Warfighters 
ability beyond his/her field of view. Using Beyond Line of Sight systems (unmanned 
vehicles, sensors, and munitions) extends the warfighters fighting ability beyond to- 
day’s engagement distances. The centerpiece of FCS is the Network. 

27. Senator McCain. Secretary Bolton, is the network platform dependent? 

Mr. Bolton and General Cody. The network is not platform dependent, it is part 
of the Army’s overall LandWarNet network. FCS is the DOD’s first step to develop 
an integrated fighting system rather than traditional efforts to develop a program 
like a radio or a tank. 

28. Senator McCain. Secretary Bolton, are there plans to migrate the FCS net- 
work to platforms such as the Abrams tank, Apache Helicopter, and Bradley fight- 
ing vehicle? 

Mr. Bolton. The answer is YES! The Army’s Spiral (PM UA terminology is now 
Spin) Out strategy is designed to migrate the FCS network to platforms such as 
Bradley, Abrams, and high mobility multi-purpose wheeled vehicles (HMMWVs). 
The extent of this migration is based on priorities and available funding. 


COMMERCIAL ITEM PROCUREMENT STRATEGY 

29. Senator McCain. Secretary Bolton, the FCS program uses significant new 
management practices under the authority of an Other Transaction Agreement 
(OTA) — with commercial-like qualities. Why are elements of the FCS program being 
acquired as commercial items? 

Mr. Bolton. Elements of the FCS program are, in fact, commercial in nature, we 
recognize this in the method used to acquire these elements, at least prospectively. 
Since the FCS program is still in the SDD phase, we are not yet in the mode of 
acquiring production hardware or software. It certainly is true that the individual 
platforms comprised in the FCS family of systems are expected to be military, not 
commercial, in nature. However, numerous elements of the FCS system of systems 
either will be commercial in nature or are being developed using commercial-like 
processes and techniques. Examples would include individual software modules and 
protocols; it is also expected that some individual hardware platform components 
and subassemblies will be commercial or modified-commercial in nature. 

Under the OTA, authorization is given to acquire SDD requirements, which in- 
cludes demonstration of prototype hardware and software. The LSI is allowed to 
use, in some cases, commercial best practices. However, the SDD instrument is not 
a Federal Acquisition Regulation (FAR) Part 12 commercial item acquisition, nor 
will the procurement contract now being planned for the balance of SDD take the 
form of a commercial-item acquisition. The procurement contract will be written in 
compliance with FAR Part 15. 

30. Senator McCain. Secretary Bolton, the FCS program calls for the development 
and fielding of a sophisticated, mobile, ad hoc network; software requiring 33 mil- 
lion lines of code; a family of light, highly mobile manned vehicles; several varieties 
of unmanned aerial and ground vehicles; advanced munitions; and highly capable 
sensors within a brigade-sized organization of 3,000 to 5,000 soldiers. Where may 
one acquire such items in the FCS program commercially? 

Mr. IIOLTON One cannot. Again, the contractual vehicle currently in place is an 
Other Transaction Agreement for SDD and not a FAR-based commercial contract. 
The major-item platforms that will constitute the FCS family of systems are mili- 
tary, not commercial, in nature and will be acquired under a FAR Part 15 contrac- 
tual instrument. 


OTHER TRANSACTION AGREEMENTS 

31. Senator McCain. Secretary Bolton, according to a report titled Institute for 
Defense Analyses (IDA) Review of FCS Management, “[t]he Army-Boeing agreement 
does not anticipate future rounds of competition for FCS systems. . . [n]or does it 
appear that the current agreement provides the Army access to technical informa- 
tion sufficient to enable future rounds of competition. . .” a situation that the Gov- 
ernment would not find itself in if the Army had entered into a FAR Part 15 con- 
tract for FCS. Most acquisition experts believe the value of holding such a competi- 
tion generally produces savings of as much as 25 percent on weapons procurement 
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programs. Your decision to enter into an OTA limited the Government’s ability to 
conduct a competition and essentially guaranteed a sole source contract to Boeing. 
Exactly why did you make the decision to use an OTA, rather than a FAR-type con- 
tract, as the contract vehicle for FCS when it transitioned to the SDD phase, now 
valued at more than $20 billion? Take me through your decisionmaking process 
here. 

Mr. Bolton. The Army leveraged an existing option from the Defense Advanced 
Research Project Agency (DARPA) Concept and Technology Development (CTD) 
OTA. Under that OTA a best value competitive Source Selection was conducted by 
DARPA with Army participation and the LSI was selected. However, bearing in 
mind that FCS will include 18 separate platforms plus the network, it remains true 
that significant competition exists at the first and second tier contract level includ- 
ing 23 highly competitive source selection best value awards made by the LSI for 
which the Army had review and final approval. These awards were made by the LSI 
without a single protest. The Army made the decision to use an OTA instead of a 
FAR based contract because we believed it would provide the flexibility to rapidly 
deal with technology development and continuous schedule requirement changes 
which were expected on this program given the original test, development and field- 
ing schedules set by the Army. The OTA, however, included a significant number 
of FAR/DFARS clauses as well as tailored FAR clauses which we believe provided 
the safeguards to protect the Army and teixpayers. 

We are acquiring sufficient data to support a competitive procurement in the fu- 
ture. Technical data is being loaded into the Distributed Product Description (DPD) 
which is a subset database being used as part of the Advanced Collaborative Envi- 
ronment (ACE). The primary purpose of the DPD is to provide single source access 
to authoritative technical product data throughout the FCS program’s lifecycle. DPD 
ties requirements specifications, modeling and simulation, design, and test data to- 
gether to support the unit of action product elements. Data and Software developed 
under the OTA with Boeing, necessary to achieve practical application of deliverable 
items, components and processes shall be delivered to the government. 

32. Senator McCain. Secretary Bolton, Dr. Graham, and Mr. Boehm, Other 
Transaction Agreements have been used for much smaller research or prototype 
projects, especially those in which the DOD is seeking to engage nontraditional de- 
fense contractors that may be adverse to the costs of regulation and red tape associ- 
ated with government procurement. Historically, OTAs required that the non-gov- 
ernmental party contribute at least 50 percent of the funding. What are the cost- 
share percentages for the non-governmental parties involved in the FCS Agreement? 

Mr. Bolton and General Cody. This Other Transaction Agreement is a Section 
845 Other Transaction, this OTA is for Prototype development and is not based on 
a cost share relationship (cost sharing is not mandatory). Funding is provided by 
the Army to execute the OTA. 

Dr. Graham. Costs were shared in the initial phases of the FCS program, but are 
not shared in the current SDD phase. The situation is as follows: 

CTD Phase I: 

In May 2000, DARPA, in partnership with the Army, awarded cost-sharing OTA 
agreements to four industry teams for the FCS CTD I: 

• “Team Gladiator”: Lockheed Martin and TRW [Agreement amount, cost- 
shared with consortium: $15,461,499; government share: $10,000,000] 

• TEAM FoCuS Vision Consortium: General Dynamics, Raytheon, United 
Defense, Northrop Grumman and ITT Industries [Agreement amount, cost- 
shared with consortium: $14,000,000; government share: $10,000,000] 

• SAIC [Agreement amount, cost-shared with consortium: $12,830,470; gov- 
ernment share: $10,000,000] 

• Boeing Co., Phantom Works [Agreement amount, cost-shared with consor- 
tium: $23,299,998; government share: $10,000,000] 

CTD Phase II: 

In March 2002, DARPA and the Army selected, from the four CTD I competitors, 
a merged Boeing-SAIC team to act as the LSI for CTD Phase 11. This CTD H con- 
tract was for $154 million. (The DARPA-Boeing agreement was a cost-share ar- 
rangement with the DARPA cost being $154 million and the Boeing share being $86 
million.) 

During this competition, the Army announced its intent to include an option with- 
in the resultant CTD II OTA agreement to permit a sole-source award to the winner 
for follow-on work in the SDD phase. 
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System Design and Demonstration: 

In May 2003, after a Milestone B review and OSD authority to enter development 
was granted, the Army awarded a letter contract for System Design and Demonstra- 
tion to Boeing. 

Boeing agreed to act as a Lead Systems Integrator to develop and field a family 
of systems, networked together into a system of systems, which is to be the core 
of a new brigade-sized Army organization called an UA. The Agreement arose out 
of the option contained within the OTA agreement awarded by DARPA in 2002 for 
performance by Boeing within the CTD phase of the PCS program. 

The Army awarded a letter contract to Boeing for the SDD on or about 30 May 
2003; a definitive agreement was finalized in December 2003. The Army-Boeing 
Agreement was also awarded as an Other Transaction as defined in 10 U.S.C. 
§2371 and Section 845 of the 1994 National Defense Authorization Act (Public Law 
103-160), as amended (OTA). The total negotiated amount of the agreement be- 
tween fiscal year 2003 and fiscal year 2012 is $14.78 billion.^ 

The Army-Boeing Agreement for SDD is a Cost Plus Fixed/Incentive fee-type. The 
fixed fee is set at 10 percent; the incentive fee is as much as an additional 5 percent. 

The Incentive Fee structure is targeted on LSI performance at five program mile- 
stones: Preliminary Design Review (0.50 percent), Critical Design Review (0.50 per- 
cent), Initial Production Decision #1 (1.75 percent). Initial Production Decision #2 
(1.75 percent), and System of System Integration and Verification (0.50 percent)^ 

Mr. Boehm. The National Legal and Policy Center obtained its copy of the Future 
Combat Systems OTA via Freedom of Information Act Request solely to determine 
whether the agreement contained adequate legal protections to deter waste, fraud, 
and abuse. Our analyses were largely limited to legal issues associated with the fail- 
ure of the OTA to include the statutory protections found in standard Department 
of Defense acquisition contracts and did not cover cost issues. 

33. Senator McCain. Secretary Bolton, are the non-governmental parties sharing 
any of the risk or is the risk significantly on the government? 

Mr. Bolton. The nongovernmental parties are sharing the development risk of 
the FCS. The LSI concept, which is analogous to having a “general contractor” for 
a construction project, allows us to delegate overall system-of-systems integration 
and system development selection, and therefore some of the risk, to the LSI. We 
have incentivized this through the use of a fee structure that will reward for the 
efficient integration and delivery of the entire system of systems to the Government. 

34. Senator McCain. Mr. Francis, Dr. Graham, and Mr. Boehm, what are your 
thoughts about the risk associated with the FCS program? 

Mr. Francis. FCS is a development of unprecedented complexity for the Army. 
The Army faces significant challenges in setting requirements, developing systems, 
financing development, and managing the effort. Even with last year’s restructuring 
of the program, the FCS is still at significant risk for not delivering planned capa- 
bility within budgeted resources. This risk stems from the scope of the program’s 
technical challenges and the low level of knowledge demonstrated at this point. The 
current schedule allows 91/2 years from development start to the production decision. 
FCS is developing multiple interdependent systems and a network within a period 
of time that the DOD typically needs to develop a single advanced system. The FCS 
has demonstrated a level of knowledge far below that suggested by best practices 
or DOD policy. Nearly 2 years after program launch and about $4.6 billion invested 
to date, requirements are not firm and only 1 of over 50 technologies are mature- 
activities that should have been done before the start of system development and 
demonstration. If everything goes as planned, the program will attain the level of 
knowledge in 2008 that it should have had when it started in 2003. But things are 
not going as planned. Progress in critical areas, such as the network, software, and 
requirements, has been slower than planned. Proceeding with such low levels of 
knowledge makes it likely that FCS will encounter more problems late in develop- 
ment, when they are costly to correct. 

The relatively immature state of program knowledge at this point does not pro- 
vide a solid basis for making a good cost estimate. Independent estimates should 
provide more information but are not yet completed. If the cost estimate for FCS 
is no more accurate than traditional estimates, the impact of cost growth could be 
dire, given the program’s magnitude. At this point, the FCS provides a concept that 
has been laid out in some detail, an architecture or framework for integrating indi- 


1 Article VI, Obligation and Incremental Funding section of the Agreement. 

2 Article VII Fee section of the Agreement. 
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vidual capabilities, and an investment strategy for how to acquire those capabilities. 
It is not yet a good fit as an acquisition program. If FCS-like capabilities are to be 
made acquirable for which the Army has made a compelling case, then different ap- 
proaches for FCS warrant consideration because they offer building higher levels of 
knowledge in advance of investment decisions and thus lower risk. 

Dr. Graham. It was understood from the beginning of the FCS program that its 
execution would pose unprecedented challenges. The FCS program has taken on a 
number of very ambitious technical challenges in an environment of an incompletely 
defined Operational Concept and Operational Requirements document: 

• It is technically ambitious (GAO reported 75 percent of FCS technologies 
are currently below TRL 6).^ 

• It is founded on the development of Joint Operational Concepts for inter- 
dependent Joint ISR and Joint fires, hut the Joint network enablers are 
lacking. 

• It entails a high degree of technical integration across many components, 
including complementary systems still under development. 

• It involves the full spectrum of Army Doctrine, Organizations, Training, 
Leading Development, Material, Personnel, and Facilities (DOTLMPF). 

• It touches on the future of every branch of the Army. 

• And, it remains, even after the current restructuring, on an aggressive, 
schedule driven development path. 

Risk management at the corporate Army level is needed to address FCS risk fac- 
tors that are beyond the control of the FCS program, or are of a scale that could 
force significant course corrections in the execution strategy for the program or that 
could force a rethinking of the overall design of the FCS-equipped Unit of Action. 

The Army’s restructuring of the FCS program in 2004 represents a good example 
of the kind of corporate review that is needed. It is our view that — given the com- 
plexity, scale, and uncertainties associated with FCS development — such reviews, 
along with appropriate adjustments, should be considered a normal, periodic activity 
for the FCS program. That restructuring provided the program with more time and 
money, but it did not eliminate the fundamental challenges the program will need 
to overcome. 

The IDA study advocated development of a systematic Army corporate risk man- 
agement framework that would institutionalize the kind of risk management assess- 
ment that was undertaken in the 2004 restructuring of FCS, and ensure reassess- 
ments are performed periodically as a routine element of FCS management. Such 
a framework would enable the Army’s senior leadership to take stock of emerging 
FCS program realities and outline contingency “success” options for realigning pro- 
gram plans and resources. With such a strategic management mechanism in place, 
the corporate Army should be able to view FCS from a strategic perspective. Left 
to its own devices without such a structure, and as outside decisions that affect it 
are made, the FCS program may produce systems within its budget that mayor may 
not provide the best capability for the Army as a whole. 

With adequate preparation, adverse developments or external events that invali- 
date current program plans or assumptions need not preclude successful FCS out- 
comes, albeit outcomes that may differ significantly from the Army’s initial plans. 
For example, contingency options might include deferral of the some platforms (the 
realignment features some of this); other options might entail a relatively greater 
focus on the fielding of incrementally improved networks and essential ISR systems, 
independent of platform developments. Yet other options might entail a focus on spi- 
raling out limited FCS network capabilities to current units and focused experimen- 
tation therein to refine network functional requirements, while continuing R&D on 
elements of the program that deserve a longer development timeline. In each case, 
if managed effectively, program outcomes are possible that could substantially im- 
prove the Army’s fielded capability, and hence be viewed as a success. 

Examples of Strategic Risks: Adverse developments in any of a number of areas 
could cause a significant setback to the FCS program. The IDA study identified sev- 
eral major risks that the Army should carefully monitor and address through the 
proposed strategic risk management framework: 

• Emerging software cost and schedule growth. 

• Uncertainties in the assumed FCS mobile ad hoc network’s capabilities, 
including information throughput, latency, scalability, and Joint 
connectivity. 


3 William Graveline, “GAO Briefing to the FCS Quarterly Management Review in West Point, 
NY,” 20 April, 2004. 
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• Uncertainties in the ability of FCS vehicles to simultaneously meet 
weight, lethality, survivability, transportability, and maintainability tar- 
gets. 

• External factors, including program cancellations (Comanche) and the 
lack of a framework for developing adequate joint operational concepts and 
architectures. 

• New requirements for spiraling out advanced capabilities to current 
forces, including FCS capabilities and concepts. 

• Army budgets and affordability constraints. 

• The demands of the global war on terrorism. 

Two specific examples were provided in the IDA Report to illustrate the potential 
application and value of the proposed corporate Army strategic risk management 
framework: 

Risk Management Scenario 1: Software Cost and Schedule. Increasing com- 
plexity of software integration, coupled with lower than expected LOC/hr 
productivity, could cause the software development cost estimate to rise 
from $5 billion to over $9 billion. Forecast software maintenance costs could 
grow accordingly. 

Software will account for well over half of the FCS development costs. There was 
a considerable range of uncertainty in the initial estimates of FCS software costs, 
and software historically has been a source of cost and schedule growth. 

Our preliminary review of the FCS software development effort finds leading indi- 
cators of significant cost and schedule growth to come. The initial program estimate 
was for a $6 billion cost for software in System Design and Development. The com- 
parable OSD Cost Analysis and Improvement Group estimate was $8 billion. An 
IDA update based on the program’s April 2004 estimate of 15.8 million Effective 
Software Lines of Code (ESLOCs) yields a revised cost estimate approaching $9 bil- 
lion in fiscal year 2004 constant dollars. The historic productivity norms for software 
development indicate programs average about 65 percent the level of productivity 
assumed in the FCS program. 

Historical precedents also indicate that software development challenges will only 
grow as the FCS program progresses. IDA’s studies of other program development 
efforts have shown that programs nearly always experience software requirements 
growth; software integration always proves to be more difficult than planned; pro- 
ductivity is less than projected; the experience and availability of people are below 
assumed levels; and the conversion and reuse of COTS software requires more effort 
than anticipated. Given the massive scope and complexity of the FCS development 
effort, it would be very surprising if these historical norms do not hold true here, 
as well. 

Indeed, at this early stage of the program, FCS is beginning to experience soft- 
ware build schedule slips. For example, almost half of the work content planned for 
Build 1 (0.7 million out of 1.6 million ESLOCs) of FCS software was recently pushed 
to Build 2. (Boeing notes that SoSCOE build 1 software development is on schedule, 
and that no SoSCOE software was moved between build 1 and build 2.) Even prior 
to the recent restructuring of FCS, the start of Build 3 had been delayed from Feb- 
ruary 2004 until October 2004. These data suggest that the FCS program has before 
it a substantial risk of software cost growth on the order of $3 billion to $4 billion 
over the development phase of the program. Such cost growth, accompanied by com- 
mensurate schedule delays, could require a significant realignment of the FCS de- 
velopment plan, even given the recent program realignment. 

Risk Management Scenario 2: Network Performance. Developmental and 
operational tests of the mobile ad hoc network performance, including the 
performance of JTRS radios and the WIN-T network development, could re- 
veal that available designs will not provide the desired information 
throughput, scaling, or low latency, as well as seamlessly integrate with 
other networks, GKj interfaces, and ISR and joint weapons systems oper- 
ated within the Joint battlespace. 

Many of the FCS technical challenges entail uncertainties in the ability to develop 
relatively mature technologies on a schedule commensurate with the FCS develop- 
ment schedule, but the development of the FCS network represents a technological 
challenge for which the underlying principles are not well understood. A mobile ad 
hoc network-of-networks has never been demonstrated on the scale envisioned for 
FCS. Predicting the performance of such a network remains an unsolved problem 
in basic research, and there is a significant probability that it will not be possible 
to develop a network of the assumed throughput and dependability on the FCS de- 
velopment schedule. 
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The central importance of the network to the FCS concept of operations and the 
incomplete understanding of the principles clearly make the risks associated with 
that development strategic in nature — risks that the corporate Army must be able 
to assess and manage. It is essential that the progress, trends, and issues are clear- 
ly understood at each step in the development cycle, and that appropriate contin- 
gency plans are in place. For example, accepting, at least in the near-term, a some- 
what more evolutionary approach for integrating Joint ISR, command and control, 
and weaponry, might accommodate an unfavorable network development scenario. 

Mr. Boehm. I share the views of Paul L. Francis of the Government Account- 
ability Office with respect to the technological and programmatic risk of the FCS 
program. Mr. Francis had previously reported to Congress that, “FCS is at signifi- 
cant risk for not delivering required capability within budgeted resources.” The Na- 
tional Legal and Policy Center spent months assessing the legal pitfalls for the De- 
partment of Defense in using an OTA for the FCS program. Our conclusion was that 
an OTA greatly increased the risk that the program would fail to stay within its 
budget and meet its deadlines. OTAs were approved by Congress for much smaller 
research projects and are wholly inappropriate for a multi-billion dollar project as 
ambitious as the FCS program. By exempting defense contractors from normal ac- 
quisition rules, limiting Defense Department oversight, and greatly limiting legal 
options for the Defense Department when difficulties arise, an OTA is arguably the 
worst way to structure such a major undertaking. 

35. Senator McCain. Secretary Bolton, a former Deputy of the FCS program at 
the Defense Advanced Research Projects Agency (DARPA) and Army Deputy Direc- 
tor, Future Force Directorate briefed Senate Armed Services Committee (SASC) 
staff last week that the compelling reason to use an OTA for FCS was based on a 
poll taken of the prime vendors of the FCS program at the time (i.e., Boeing, Lock- 
heed Martin, TRW, General Dynamics, Ra3dheon, United Defense, Honeywell, Tex- 
tron, Northrop-Grumman, BAE, ITT Industries, and SAIC). Eighty-five percent of 
the respondents of the poll wanted an OTA with commercial-like clauses. Is it the 
Army’s position in the development and acquisition of major acquisition programs 
that they poll industry to determine what contract vehicle to use to provide the most 
benefits to industry at a disadvantage to the taxpayer? 

Mr. Bolton. Eor SDD, the Army took no poll. We determined the contract vehicle, 
the OTA, plus certain FAR clauses protect our interest. 

A detailed analysis was conducted by the Army FCS Program Office to determine 
the best acquisition strategy and contracting approach in order to meet the overall 
program mission and requirements. This analysis is reflected in the approved Pro- 
gram Acquisition Strategy Report and Business Decision Document respectively. 


CONTRACT CLAUSES AND PROTECTIONS 

36. Senator McCain. Secretary Bolton, the Army Deputy General Counsel for Ac- 
quisition told the SASC last week that he could not think of a single reason why 
the Procurement Integrity Act (PIA) should not be included in the FCS Other Trans- 
action Agreement. As the Acquisition Contracting Executive — the Army’s top acqui- 
sition executive — why did you not include the PIA in the FCS pact? 

Mr. Bolton. On April 26, 2005, the Army added FAR clauses implementing the 
Procurement Integrity Act, Cost Accounting Standards, and Truth in Negotiations 
Act to the current OTA. These clauses apply to all future actions under the current 
agreement until the transition to a FAR-based contract is complete. 

37. Senator McCain. Secretary Bolton, regarding the FCS OTA, the Army’s Busi- 
ness Decision Document of March 2003 states: “Clauses, that are typically barriers 
to the participation of nontraditional defense contractors (e.g. Cost Accounting 
Standards (CAS), Truth In Negotiations Act (TINA), intellectual property, audit and 
accounting requirements, etc.) have either been eliminated or significantly tai- 
lored. . . .” The FCS contract has many traditional defense contractors whose par- 
ticipation in FCS could only be obtained by traditional clauses governing cost ac- 
counting standards, and audit and accountability requirements between the LSI and 
these major contractors. Why did the LSI include traditional FAR contracts with its 
major subcontractors yet the Army did not include these protections in a contract 
with the LSI? Can you think of a reason why CAS, TINA, intellectual property, 
audit and accounting requirements, etc. should not apply to the FCS program? 

Mr. Bolton. Defense contractors, to the best of our knowledge, do not use OTAs. 
They use contract mechanisms modeled after FAR for their subcontractors. 
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The CAS standards are fully covered in the OTA. However, to answer the direct 
question, the primary advantage of not including the FAR-based CAS clauses in the 
OTA was that this action removed a potential flow-down requirement that many 
nontraditional defense contractors find onerous. It is for this reason that the OTA 
requires CAS-compliant accounting where a CAS-compliant system already is in 
place, but permits a system based on generally accepted accounting principles 
(GAAP) where a GAAP system is the one in place. This means that a potential com- 
mercial subcontractor would be able to make use of its existing GAAP system, and 
would not be faced with the duty to convert to a CAS-compliant system in order to 
participate as a subcontractor during FCS development and demonstration. There 
is no “exclusion of cost accountability” in the OTA per se: the OTA provides for gov- 
ernment audit of records, and defines cost allowability per the FAR and DFARS con- 
tract cost principles. 

CAS, Intellectual Property, and Audit and Accounting requirements do apply to 
the current FCS OTA. The Defense Contract Audit Agency (DCAA) and Defense 
Contract Management Agency (DCMA) and the Army Grants Officer have full ac- 
cess to the LSI’s cost data, as does the Army. In regard to the TINA requirement, 
it was not included because of the time and additional cost anticipated to do the 
TINA sweeps and certifications at the prime contractor and at each subcontractor 
level. The Army, however, did conduct a detailed negotiation with full access to all 
contractor/subcontractor cost data necessary to determine the contractor’s proposal 
fair and reasonable. Additionally TINA certifications are not required for the com- 
petitive subcontracts placed by the LSI; this would be no different even if the Army 
had awarded a FAR procurement contract rather than an OTA, for the SDD phase. 

38. Senator McCain. Secretary Bolton, two DOD Inspector General Audit Reports, 
one in 1999 and the other in 2002, produced several key findings regarding the De- 
partment’s use of OTAs. It appears that DOD has not realized the type of benefits 
that were the intent of Congress when they authorized this legislation for small de- 
velopmental programs. Can you describe why the Army, DOD, and Congress would 
continue to spend critical taxpayers dollars under an OTA that would leave the gov- 
ernment vulnerable to waste, fraud, and abuse and abuse the confidence of the tax- 
payers that we are spending their money wisely? What steps have you taken to try 
to protect the government and the taxpayer in this agreement, in the absence of the 
traditional contract provisions that are not included in the agreement? 

Mr. Bolton. The Army’s OTA with the LSI includes a significant number of FAR 
and DFARS clauses which do protect the taxpayer. Additionally, a significant num- 
ber of FAR and DFAR clauses were tailored to fit the particular requirements rel- 
ative to this effort and included as Articles under the OTA. Again, DCAA and 
DCMA and the Army grants officer have full access to all cost data contained in 
the LSI’s cost proposals. Additionally the independently conducted IDA report con- 
firmed that the OTA had included the necessary protections making it similar to 
a FAR contract in regard to the protections afforded to the government. 


“non-traditional” contractors 

39. Senator McCain. Secretary Bolton and Mr. Francis, the Army’s Business Deci- 
sion Document of March 2003 states that the FCS OTA “continues the use of non- 
traditional contractors in significant roles and provides for innovative business man- 
agements or structures that would not be feasible or appropriate under a FAR-based 
contract or other Federal procurement.” Furthermore, it states that the decision to 
use the OTA was based “on significant participation of non-traditional defense con- 
tractors . . . and that two nontraditional defense contractors. Strategic Perspec- 
tives, Inc.(SPI) and Parametric Technology Corporation’s participation is significant 
and they will continue to play a significant role in the SDD phase.” But each of 
these contractors is exceedingly small. How does a contractor that has one em- 
ployee, like SPI, play a significant role in FCS contract that is valued at nearly $133 
billion? 

Mr. Bolton. The Business Decision Document anticipated significant participa- 
tion of non-traditional defense contractors during SDD. To date, only a few non-tra- 
ditional defense subcontractors are in place with the LSI but this may increase as 
additional second and third tier subcontracts are awarded. The non-traditional de- 
fense subcontractors are all performing Engineering and Technical services at var- 
ious levels: 3D Research ($5.7 million), Huntsville, Alabama; Embedded Plus Engi- 
neering ($0.4 million), Tempe, Arizona; Northrop Mission Systems ($121 million), 
San Diego, California; and TechEinity, Incorporated ($0.2 million), Tarzana, Cali- 
fornia. 
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Mr. Francis. The requirements for the use of nontraditional defense contractors 
in prototype projects are found in the National Defense Act for Fiscal Year 1994, 
P.L. 103-160, section 845, as amended (subsequently codified at 10 U.S. C. 2371 
note). There, the act states: 

The Secretary of Defense shall ensure that no official of an agency enters into 
a transaction (other than a contract, grant or cooperative agreement) for a pro- 
totype project under the authority of this section unless 

(A) there is at least one nontraditional defense contractor participating to 
a significant extent in the prototype project; or 

(B) no nontraditional defense contractor is participating to a significant 
extent in the prototype project, but at least one of the following cir- 
cumstances exists: 

I. At least one third of the total cost of the prototype project is to be 
paid out of funds provided by parties to the transaction other than the 
Federal Government. 

II. The senior procurement executive for the agency . . . determines 
in writing that exceptional circumstances justify the use of a trans- 
action that provides for innovative business arrangements or structures 
that would not be feasible or appropriate under a contract. 

Since the act does not define what is meant by participation to a “significant ex- 
tent” by a nontraditional defense contractor, DC)D guidance defines it in terms of 
the significance of the contribution by that contractor, for example as a key partici- 
pant in the program. The guidance states: 

Examples of what might be considered a significant contribution include 
supplying new key technology or products, accomplishing a significant 
amount of the effort, or in some other way causing a material reduction in 
the cost or schedule or increase in the performance. ^ 

The rationale the Army uses for the FCS OTA is based, in part, on participation 
by nontraditional defense contractors. As a result of the OTA, two of these nontradi- 
tional contractors — Strategic Perspectives, Inc. and Parametric Technology Corpora- 
tion — were carried over from the concept and technology development phase of the 
program to assist the LSI with its responsibilities in system development and dem- 
onstration. The Army considers the expertise that these companies bring to the pro- 
gram and the importance of the projects they are working on as the significant con- 
tribution that justifies use of the OTA. 

According to the Army there are several nontraditional contractors working in the 
program at various levels. However, the bulk of the first tier subcontracts have gone 
to traditional defense contractors. 

40. Senator McCain. Secretary Bolton, what metric are you using to define the 
significant participation of a nontraditional defense contractor in the FCS program? 

Mr. Bolton. The Army and the LSI are using the “Non-Traditional Defense Con- 
tractor” definition as contained in the Floyd D. Spence National Defense Authoriza- 
tion Act for Fiscal Year 2001, Section 803. The Army’s Business Decision Document 
anticipated attracting nontraditional defense contractors. Early in the SDD pro- 
gram, the LSI has identified and placed subcontracts with four nontraditional de- 
fense contractors. The expectation was that this would increase as additional second 
and third tier subcontracts were awarded. The nontraditional defense subcontrac- 
tors are all performing Engineering and Technical services at various levels: 3D Re- 
search ($5.7 million), Huntsville, Alabama; Embedded Plus Engineering ($0.4 mil- 
lion), Tempo, Arizona; Northrop Mission Systems ($121 million), San Diego, Cali- 
fornia; and TechFinity, Incorporated ($0.2 million), Tarzana, California. 

41. Senator McCain. Mr. Francis and Mr. Boehm, what metric should the Army 
be using? 

Mr. Francis. According to the Army significant participation by the non-tradi- 
tional contractors is determined by the value of the contribution they are making 
to the program, but not necessarily in financial terms. This is in accordance with 
DOD guidance on the use of non-traditional contractors in other transactions cited 
above. 


1 Other Transactions (01) Guide for Prototype Projects, Under Secretary of Defense for Acqui- 
sition, Technology, and Logistics (January 2001), 11. 
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While GAO has not evaluated this, our previous work^ recommended to the Sec- 
retary of Defense that DOD develop metrics to measure the quality and significance 
of the involvement hy non-traditional companies, which justifies use of other trans- 
actions. DOD has not yet done this. 

Mr. Boehm. While determining exactly what metric should be used by the Army 
with respect to defining significant participation of nontraditional defense contrac- 
tors in the FCS program is beyond my area of expertise, I believe it is abundantly 
clear that the FCS failed to meet an3dhing remotely close to a reasonable standard. 
Moreover, Acting Secretary of the Army Brownlee appears to agree with his state- 
ment in the Institute for Defense Analysis Aug. 2004 study when he stated, “One 
intended benefit of OT authority — attracting nontraditional suppliers — has not been 
realized to date; the initial round of subcontracts has gone almost exclusively to tra- 
ditional defense suppliers.” (see: Review of FCS Management Issues, Final Report 
to Acting Secretary of the Army Hon. R.L. Brownlee, August 17, 2004, p. ES-3) 


ETHICS PROGRAMS 

42. Senator McCain. Secretary Bolton, a report, IDA Review of FCS Management, 
is critical of the Army’s FCS management approach in that it intermixes govern- 
ment and industry personnel within Integrated Product Teams and relies heavily 
on its “one-team” partners — Boeing. The IDA report states “[t]he Army needs to look 
after its own interests on the FCS program and not expect industry participants — 
no matter how well intentioned — to act independently of their explicit contractual 
obligations and financial interests. . .the inherent tension in the roles of Army par- 
ticipants — teammate vs. customer representative, and in the roles of industry rep- 
resentatives — teammate vs. representative of corporate management and stock- 
holders.” Has this critical IDA recommendation been implemented? If not, why not? 

Mr. Bolton. The reference of the IDA report left out a portion of the quote de- 
scribing the approach which identifies, “The Army’s management approach 
intermixes government and industry experts within Integrated Product Teams 
(IPTs) and relies heavily on its “one-team” partners and Boeing’s management infor- 
mation system for information and analyses.” It goes on to further acknowledge that 
this approach does have advantages. The IDA report suggests additional Army re- 
views and coordination of management assessments leading to possibly establishing 
additional Army offices. We believe the Army’s overall concept for FCS of using the 
LSI and one-team approach with the use of IPTs has significant advantages as well 
as disadvantages. Although the Army is looking at organizational restructuring in 
this area, we believe the review/management responsibilities given to the Assistant 
Secretary of the Army (Acquisitions, Logistics, and Technology)(ASA (ALT)) and the 
current Army organizational structure is sufficient to help manage the program’s 
interface with the LSI and other industry partners. 

IMPACT OF TEEMINATING/RESTRUCTURING THE EXISTING AGREEMENT 

43. Senator McCain. Secretary Bolton, if Congress were to require you to termi- 
nate the existing agreement and proceed with the program under a traditional con- 
tract, what impact would that have on your cost and schedule? 

Mr. Bolton. If the existing agreement were terminated, the LSI would be entitled 
to those allowable costs associated with any administrative closeout activity (but 
such costs could not be greater than current funding obligated to date); and those 
costs covered by the “termination” article of the OTA. We would expect to be able 
to overcome most if not all of the costs envisioned by the OTA’s termination article; 
however, since under this scenario the ending of the OTA would merely represent 
the passage of the program to a successor instrument, rather than a total cessation 
of work. That is, we would try to mitigate all cost and schedule impacts by doing 
some type of conversion of the OTA to a FAR-hased contract, understanding that 
this would take an appropriate amount of time to plan, execute, and complete. 

44. Senator McCain. Secretary Bolton, what would he the costs in dollars and 
schedule if the Army was directed to include those Federal Acquisition Regulation 
clauses we believe would protect the government? 

Mr. Bolton. We are currently assessing the cost and schedule impacts to include 
the FAR clauses that have been identified with the LSI. In the event the Army con- 
verts the OTA to a FAR-based contract, clauses such as the TINA, PIA, and CAS 


2 GAO, Acquisition Reform: DOD’s Guidance on Using Section 845 Agreements Could Be Im- 
proved, GAO/NSIAD-00— 33 (Washington, DC: April 2000). 
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FAR will initially be included in the OTA by modification in less than 30 days, with 
no additional cost to add them. 


COST ACCOUNTING STANDARDS 

45. Senator McCain. Secretary Bolton, I understand that the Army waived the 
requirement for the application of cost accounting standards even though the Army, 
through the LSI, is contracting with a number of traditional government contrac- 
tors. What are the advantages and disadvantages to excluding the clause for cost 
accountability? 

Mr. Bolton. The CAS are fully covered in the OTA. The primary advantage of 
not including the FAR-based CAS clauses in the OTA was that this action removed 
a potential flow-down requirement that many nontraditional defense contractors 
find onerous. It is for this reason that the OTA requires CAS-compliant accounting 
where a CAS-compliant system already is in place, hut permits a system based on 
GAAP where a GAAP system is the one in place. This means that a potential com- 
mercial subcontractor would be able to make use of its existing GAAP system, and 
would not be faced with the duty to convert to a CAS-compliant system in order to 
participate as a subcontractor during FCS development and demonstration. There 
is no “exclusion of cost accountability” in the OTA per se: the OTA provides for gov- 
ernment audit of records, and defines cost allow ability per the FAR and DFARS 
contract cost principles. 


DATA rights 

46. Senator McCain. Secretary Bolton, in March 2003, the Army approved 
Boeing’s recommendation to assign to it the $1.3 billion development effort for the 
FCS Distributed Management System. There is some question regarding the data 
rights of the software being developed in the FCS program. From Army documenta- 
tion, it appears that Boeing owns the FCS software and that the Army owns the 
rights for unlimited use of the software. Boeing is developing the System-of-System 
Common Operating Environment (SOSCOE). It appears that the SOSCOE is new 
software developed only with government funds, yet I understand that Boeing owns 
the software and the Army has unlimited use of this software. Is this true? If so, 
why would the Army give up the ownership of software for which the government 
is funding the development? 

Mr. Bolton. The government data rights and software rights under this OTA are 
essentially the same as we would receive under a FAR-hased contract, except that 
the government has more ability to control introduction of limited rights data and 
restricted rights software than would be possible in a FAR-based contract. 

47. Senator McCain. Secretary Bolton, if the Army wants to migrate the SOSCOE 
to other platforms, such as Ahrams tanks and Bradley fighting vehicles, would the 
SOSCOE he provided to the contractors who make these platforms as part of gov- 
ernment furnished equipment or would a fee have to be paid to Boeing for the use 
of SOSCOE? 

Mr. Bolton. PM UA will exercise Government Purpose Rights (GPR) through a 
SOSCOE distribution agreement between PM UA and receiving government organi- 
zations and their contractors. Boeing is not a party to this agreement and no fee 
will be paid to Boeing for license costs associated with software to which the govern- 
ment has purchased government purpose rights. This distribution can, at PM UA’s 
discretion, include source code and the agreement mandates that any receiving con- 
tractor provide any changes made back to PM UA under GPR to ensure interoper- 
ability and configuration management. These changes are owned by the company 
making the change, not Boeing, again with the Army receiving full GPR. 

Because of the large number of commercial, off-the-shelf (COTS) and open source 
components in SOSCOE, receiving organizations or contractors will be given the op- 
tion of signing a license agreement through Boeing that consolidates the individual 
license requirements of the various COTS and open source components. If they 
choose not to exercise this option, they will be required to separately negotiate re- 
quired licenses to ensure that the receiving organization complies with the license 
requirements of all included components. 


COMPETITION 

48. Senator McCain. Dr. Graham, IDA’s August 2004 report states, “At the LSI- 
level, the OTA agreement laid the groundwork for Boeing to continue as the LSI 
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through initial production and into full rate production.” It goes on to say, “At the 
subcontractor level, current FCS program plans do not position the Army to conduct 
future competitions at the major end-item level. . .” In your opinion, is it prudent 
for the Army to position itself to depend on an LSI through the life cycle of the pro- 
gram? 

Dr. Graham. The Army established a Lead System Integrator (LSI) for the FCS 
program in order to capitalize on industry expertise in structuring, integrating, and 
managing complex development programs. A conventional prime contractor develops 
and builds what it can and subcontracts out work that it cannot do in-house. An 
LSI, on the other hand, is a prime contractor that is established primarily for sys- 
tem engineering, system integration, system planning, and control of the family of 
systems production.'^ In general, the LSI concept has worked satisfactorily in other 
contexts, and we have discovered nothing to indicate such an approach cannot work 
for the FCS program. 

The Boeing-SAIC team was selected to act as the LSI because of its experience 
in technical management and program integration. Boeing has considerable experi- 
ence in integrating other large complex programs, including the NASA International 
Space Station since 1997, and the Missile Defense Agency (MDA) Ground-Based 
Mid-Course Defense (GMD) program since 1998. Both agencies told the IDA review 
team that Boeing is technically very good and is doing an acceptable job in exe- 
cuting their programs. 

The decision to partner with an industry LSI creates some special new manage- 
ment challenges. The LSI is intended to act as a neutral party in assessing program 
tradeoffs and in offering advice. Thus, in theory, the LSI should not have a financial 
stake in developing and building the individual elements of the system; rather, it 
should recruit and oversee the best of industry. In the case of FCS, Boeing has a 
large financial stake in the future of the program, thus creating an inherent tension 
in Boeing’s roles and responsibilities. 

Careful management of the government-industry relationships will be particularly 
important in the coming months as key design decisions are made on the program. 
The SDD new program plan calls for major design decisions to be made within the 
next 16 months, decisions that will define the contract deliverables and work shares 
for the remainder of SDD. Looking to the future production phase, moreover, there 
are tens of billions of dollars at stake in upcoming decisions regarding the composi- 
tion of FCS units to be fielded beginning in 2014, as well as the c^abilities that 
will be assigned to each element of FCS. Industry members of the “One-team” will 
face substantial pressures to vie for outcomes favorable to their stockholders. 

The flexibility built into the FCS program complicates the challenge of reconciling 
internal competitive pressures with corporate Army needs. The DOD customarily 
has relied on requirements documents to serve as the external benchmarks to dis- 
cipline program development activities, but in this case these documents are being 
revised in parallel with ongoing FCS development activities. Thus, although FCS 
has an approved ORD and tentative Key Performance Parameters (KPPs), both the 
ORD, KPP, and even the FCS O&O remain in development in parallel with FCS 
program development. 

The need for the government to balance its priorities against corporate pressures 
is normal in any acquisition program, but these challenges are magnified in FCS. 
The Army needs to develop its own corporate perspective on FCS matters so that 
it can understand and manage the internal competitive pressures, while keeping the 
program focused on delivering a coherent set of capabilities for the Unit of Action. 

49. Senator McCain. Secretary Bolton, IDA’s August 2004 report states, “At the 
LSI-level, the OTA agreement laid the groundwork for Boeing to continue as the 
LSI through initial production and into full rate production.” It goes on to say, “At 
the subcontractor level, current FCS program plans do not position the Army to con- 
duct future competitions at the major end-item level. . .” Does the Army intend to 
compete FCS systems or components as the program transitions to production? 

Mr. Bolton. Yes. The current FCS Acquisition Strategy anticipates using the LSI 
approach for Initial Production and Fielding of the Army’s first two unit of action 
brigades. This is consistent with the LSI concept of placing full SoS integration and 
testing responsibility and all logistical support under one defense contractor. Under 
SDD, the LSI will provide prototypes for SoS testing to establish that the individual 
systems work in a SoS environment to meet the required performance capabilities. 
In order to maintain the SoS performance capabilities demonstrated and minimize 


'^Acting Under Secretary of Defense (Acquisition, Technology, and Logistics) letter report on 
DOD’s use of Lead Systems Integrators, 31 March 2004. DOD indicates that an LSI is legally 
equivalent to a prime contractor. 
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overall program schedule risk, initial LRIP requirements will be awarded to the LSI 
and its one-team partners. Follow on production for additional quantities of indi- 
vidual FCS platforms is planned to be solicited using full and open competition, and 
the breakout of FCS subsystems or components is contemplated as well, as the pro- 
gram transitions to stable production designs and full rate production quantities. 
The Army owns the data rights it needs in order to execute full-rate production con- 
tracts on a competitive basis. 


FUTURE COMBAT SYSTEM RESTRUCTURE 

50. Senator McCain. Secretary Bolton, both the Government Accountability Office 
and the IDA have issued reports on the FCS program. Have the study recommenda- 
tions influenced the FCS restructure? 

Mr. Bolton. Yes. The GAO has made a number of recommendations many of 
which have had a direct impact on the program transition (restructure). The GAO 
is invited and is an active participant in the FCS program reviews. The same can 
he said for the IDA evaluation, although the Army and the program office were al- 
ready implementing several suggestions made by the IDA review prior to completion 
of the GAO report. 


Questions Submitted by Senator James M. Inhofe 
FUTURE combat SYSTEMS 

51. Senator Inhofe. Secretary Bolton, given what you know today, would you 
change the approach the Service has embarked on in the acquisition of FCS, and 
is it true that we are already looking at ways to spiral some of these advance tech- 
nologies into the current force? 

Mr. Bolton. At the time we felt the current plan was the best available option 
and we probably would still make that determination. The Army included a require- 
ment to Spiral (PM UA terminology is now Spin) out available FCS technologies to 
the Current Force. The Spiral (PM UA terminology is now Spin) Outs incrementally 
add FCS capability every 2 years. In the fiscal year 2008 timeframe, the Army plans 
to procure limited quantities of FCS accelerated capabilities, referred to as Spiral 
(PM UA terminology is now Spin) Out 1. These FCS accelerated capabilities consist 
of the unattended ground sensors, intelligent munitions systems, non-line of sight- 
launch system, the first installment of the future network capabilities that include 
an integrated computer system, system of systems common operating environment 
and partial FCS Battle Command. The Spiral (PM UA terminology is now Spin) Out 
1 accelerated capabilities will be issued and installed on selected Current Force sys- 
tems of the Evaluation Brigade Combat Team for the test, evaluation, and matura- 
tion of these technologies. 

52. Senator Inhofe. General Cody, what are some of these spirals, and how will 
they affect our soldiers today and in the near future? 

General Cody. The Army remains committed to developing the future capabilities 
required to wage warfare in the next decade and beyond. As operations in Iraq and 
Afghanistan illustrate, technological and training superiority is a critical ingredient 
to battlefield success and must be maintained into the future. The Army will focus 
development efforts on identif 3 dng promising FCS technologies and “spinning” these 
enhanced capabilities into the Current Force, so that soldiers continue to have tech- 
nological overmatch. The definition of a “Spin” is a product or capability set devel- 
oped through one or more integration phases that can be fielded to the Current 
Force. As capabilities are spun into the Current Force, the Current Force will in- 
form the Future Force. FCS as a system of systems continues maturing technologies 
to address the challenges of the future operational environment for combatant com- 
manders and warfighters. 

The modular BCTs will enjoy the benefit of FCS core systems and capabilities 
along with complementary systems through four planned spin outs of technology 
into the Current Force. Beginning in 2008 and continuing through 2014. Spin 1 in- 
cludes development of the unmanned ground system (UGS), IMS, and the NLOS- 
LS prototypes that will be used in the Evaluation Brigade Combat Team (E-BCT) 
for testing and experimentation. Following successful Spin Out capability testing, 
the lead Program Executive Office will be responsible for initiation of LRIP. This 
process will be repeated for Spins 2, 3, and 4. The Army plans to Spin FCS tech- 
nologies at a rate of 6 Brigades per year. 
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The operational capabilities brought forward to the Current Force by the “spin- 
ning out” FCS technologies include enhanced intelligence surveillance and recon- 
naissance capabilities utilizing multiple UGS variants, and increased lethality and 
survivability by adding the NLOS-LS and IMS. The FCS UGS program consists of 
tactical and urban sensors: Tactical-UGS (TUGS), which includes ISR-UGS and 
chemical, biological, radiological and nuclear (CBRN)-UGS; Urban-UGS (U-UGS), 
also known as Urban Military Operations in Urban Terrain (MOUT) Advanced Sen- 
sor System these provide soldiers with enhanced situational awareness in both 
urban and open environments. The NLOS-LS consists of a family of missiles and 
a highly deployable, platform-independent container launch unit (C/LU) with self- 
contained tactical fire control electronics and software for remote and unmanned op- 
erations, linking into the network, this provides unprecedented access to networked 
fires. The IMS is an unattended munitions system providing both offensive 
battlespace shaping and defensive force protection capabilities. This system provides 
on-off capabilities which meet the requirements of the National Landmine Policy. 

53. Senator Inhofe. General Cody, the FCS program is well into its second year 
of execution. It recently underwent a complete restructure to reduce risk and to field 
a fully-capable unit of action in 2014 instead of 2010. The fiscal year 2006 budget 
was reduced significantly from what was projected last year. Does this restructure 
signal problems with the program, since the program is only about 5 percent along 
in its maturity? 

General Cody. No, the FCS program was generally performing within its cost and 
schedule performance metrics prior to the restructure. The intent of the restructure 
was twofold. First, it reduced developmental risk by allowing more time for tech- 
nology maturation and the inclusion of additional experimentation. More impor- 
tantly, the restructure allowed for the Spiraling (PM UA terminology is now Spin) 
out of selected FCS technologies to the current force. In essence, this will bring 
some of the FCS capabilities to the Army sooner than originally planned. The fact 
that the Army has elected to accelerate some aspects of the FCS program is more 
due to the success of the program than problems with it. 

54. Senator Inhofe. General Cody, is the FCS being sacrificed to pay for other 
Army bills? 

General Cody. No. FCS will use evolutionary acquisition to develop, field, and up- 
grade FCS throughout its lifecycle. On July 2, 20(34, the Army announced plans to 
accelerate the delivery of selected Future Combat Systems to the Current Force. 
The plan expands the scope of the program’s SDD phase by adding four discrete 
“spin outs” of capabilities at 2-year increments for the Current Forces. Spin Out 1 
will begin fielding in fiscal year 2008 and consist of prototypes fielded to the E-BCT 
for their evaluation and feedback. Following successful evaluation, production and 
fielding of Spin Out 11 will commence to Current Force units in 2()10. This process 
will be repeated for each successive spiral. By 2014, the Army force structure will 
include one UA equipped with all 18 -h 1 FCS core systems and additional Modular 
Units of Action with embedded FCS capability. This is the centerpiece of this adjust- 
ment: providing the Current Force with FCS capability sooner rather than later. 

55. Senator Inhofe. General Cody, what are the benefits to the restructure? 

General Cody. The benefits of the restructure are twofold. First, it reduces devel- 
opmental risk by allowing more time for technology maturation and the inclusion 
of additional experimentation. More importantly, the restructure allows for the Spi- 
raling (PM UA terminology is now Spin) out of selected FCS technologies to the cur- 
rent force. In essence, this brings some of the FCS capabilities to the Army sooner 
than originally planned. The fact that the Army has elected to accelerate some as- 
pects of the FCS program is more due to the success of the program than problems 
with it. 

56. Senator Inhofe. General Cody, the Army has several fund-consuming oper- 
ations and programs that must compete for your priorities under this fiscally-re- 
strained budget request for 2006, those being: the Iraq War, the RESET program, 
restructuring the force for modularity, “ReCap”-ing the current force systems, and 
the biggest weapon system in the Army’s budget — the FCS. How do you plan to 
work out these priorities together since we usually get only one chance to get things 
right the first time? How can this committee assist you in reaching your goals for 
fiscal year 2006? 

General Cody. The strategic goal of the Army is to remain relevant and ready 
by providing the Joint Force and all combatant commanders with essential capabili- 
ties to dominate across the full range of current and future military operations. 
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Since the global war on terrorism began, the Army has been supported in its efforts 
through supplemental funding. These funds have, and continue to, cover operations 
in Iraq, Afghanistan, and around the world in support of global war on terrorism. 
This support includes resetting our forces through recapping and reconstitution. Our 
agreement with the Office of the Secretary of Defense is to fund our Modular Force 
restructuring initiative external to the Army’s base budget through fiscal year 2006. 
Our expectation is that support for these high priority operations and programs will 
be external to the Army’s base budget in fiscal year 2006 and will not compete for 
funds with our Future Combat System program. Our Future Combat System pro- 
gram remains a priority within the Army as evidenced by our budget submission 
and our efforts to accelerate future force capabilities to our current force. 

This committee can help us reach our goals by continuing to support our requests 
for funding as you have in the past, both budget and supplemental. With your con- 
tinued support and efforts, we will be able to man, train, equip, and transform our 
Army to win the global war on terrorism while preparing for future challenges. 

57. Senator Inhofe. General Cody, one possible result of these hearings about 
FCS in both the Senate and the House would be to require that the Army restruc- 
ture the program once again. Congress could require the Army to change the exist- 
ing contracts with Boeing to provide more protection for the government and make 
the contract conform to existing FAR contracting requirements. In your opinion 
what affect would such a change have on the program’s time-line and more impor- 
tantly, what affect would it have on spirals the Army has identified for the current 
force? 

General Cody. We would try to mitigate all costs impacts and schedule impacts 
by doing some type of conversion of the OTA to a FAR-based contract, under- 
standing that this would take an appropriate amount of time to complete. The first 
priority would be to preserve program schedule to include Spiral (PM UA termi- 
nology is now Spin) out schedules while minimizing cost impacts. This approach is 
viable given the facts known today. 


NON-LINE-OF-SIGHT-CANNON 

58. Senator Inhofe. Secretary Bolton and General Cody, the Army has repeatedly 
stated that NLOS-C is needed in the same time frame Crusader would have been 
fielded. Congress passed several laws to make sure we met the 2008 fielding date. 
The restructured program does not comply with the laws passed. Can you explain 
why, and what is the new plan? 

Mr. Bolton and General Cody. The Army intends to comply with law and pro- 
vide a “Crusader-type” capability to soldiers in 2008. NLOS-C, as the lead variant 
of the FCS MGV program, will be fielded ahead of the remainder of FCS systems. 
The Army will provide a set of prototypes — automated, self-propelled, cannons 
(NLOS-Cs) — to an Evaluation Force by 2008. By 2014, this Evaluation Force will 
be complete with fielding the entire unit of action set of FCS equipment to include 
all seven variants of the MGV. This includes replacing the prototype NLOS-C with 
18 production NLOS-C systems (6 each in 2010, 2011, and 2012). 

The NLOS-C project is on track to provide this capability. The NLOS-C Concept 
Technology Demonstrator funded by Congress in 2003 has fired over 1,000 rounds 
in testing and demonstrated the viability of hybrid-electric propulsion. 

The remainder of the MGV program is also on track. The design team has se- 
lected the best technical approach for all seven systems and is proceeding with SDD. 
This SDD process is critical to ensure the commonality of all MGV systems that will 
dramatically reduce the current logistics and personnel footprint associated with ar- 
mored vehicle formations. 

59. Senator Inhofe. General Cody, there has been some talk about restructuring 
the program in such a way to push the manned combat vehicles and other systems 
even farther to the right by several years. If such an action were taken and the sys- 
tems were separated by several years, it would seem to break this “system-of-sys- 
tems” concept. It would also jeopardize systems the Army has repeatedly stated that 
we need like NLOS-C. In your personal professional opinion, what would this do 
to FCS? 

General Cody. The program has taken great strides to ensure an integrated de- 
velopmental effort for all eight variants within the manned ground vehicle fleet. The 
results of this effort will yield the Army dividends in terms of system of systems 
capabilities, commonality, supportability, reliability and life cycle cost. To separate 
the NLOS-C from the current MGV family of systems program would result in sig- 
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nificant sub-optimization of the NLOS-C system and also system-of-system capa- 
bility relative to the rest of the MGV fleet. In short, the significant benefits gained 
in system-of-systems capabilities, commonality, supportability, reliability and life 
cycle cost would effectively be lost as it would apply to a “break away” NLOS-C sys- 
tem. In conclusion, the NLOS-C should/must remain integral to the MGV family of 
systems program. The NLOS-C lead the fleet (increment 0) prototypes will provide 
one of the most cost effective means to reduce risk on the MGV fleet, and the follow- 
on NLOS-C pre-production systems will serve to begin to prove out the production 
line for all MGV systems. Therefore, the NLOS-C is a critical part of the PCS pro- 
gram and as such needs to maintain a well integrated development, production and 
fielding strategy with the other MGV variant systems. 

60. Senator Inhofe. General Cody, would the Army need to come back to Con- 
gress and request that NLOS-C or other systems be separately funded and brought 
forward? 

General Cody. At this time, the Army does not need to request NLOS-C be fund- 
ed separately and brought forward. The requirements for NLOS-C are outlined in 
the FCS ORD. This ORD clearly identifies NLOS-C as supporting an PCS MGV- 
equipped unit of action. 

Separate funding also raises programmatic issues. Additional money would be re- 
quired to support a separate research, development, test and evaluation effort that 
currently gains efficiencies through the FCS MGV program. Separate overhead costs 
would be required to manage NLOS-C. Decoupling FCS also eliminates any com- 
monality benefits with the FCS MGV program. For instance, lifecycle costs would 
increase because NLOS-C would be a separate unique vehicle. While it is true that 
NLOS-C could eventually be made common with the rest of FCS, the Army would 
end up funding two development programs and the overhead for two production pro- 
grams. Conversely, attempting to force FCS to align with an accelerated NLOS-C 
schedule would sub-optimize other MGV systems within FCS. For example the full 
design maturity of the command, control, communications, computers. Intelligence, 
surveillance, and reconnaissance network would not support an accelerated NLOS- 
C program. 


LEAD SYSTEMS INTEGRATOR 

61. Senator Inhofe. Secretary Bolton, it was reported in a February 11 article by 
Inside Defense that the Pentagon Acquisition Chief, Michael Wynne, stated that 
“having a lead systems integrator for the Future Combat Systems program has 
worked out well for the Army.” The FCS program seems to be the most complex 
acquisition program the Army has ever undertaken and probably the most com- 
plicated to ever come out of the Pentagon. Can you explain to us why you chose 
to use a lead systems integrator for the FCS program? 

Mr. Bolton. The methodology of employing an LSI was selected for the FCS pro- 
gram precisely because FCS poses such a highly complex system-of-systems engi- 
neering development challenge, to include the development and integration of 18 
major ACAT 1 weapon systems networked together to the soldier. Additionally, it 
requires networked interfaces with a large number of defense complementary pro- 
grams, at a minimum of 164 defense systems with potentially over 200 systems, 
many of which are still in development. The program also has an extremely chal- 
lenging schedule and a fixed RDT&E program budget. The LSI approach is the best 
choice to accomplish the Army’s transformation goals given what we know today. 

62. Senator Inhofe. Secretary Bolton, how has the LSI performed to date? 

Mr. Bolton. The latest Cost Performance Report (CPR) received on March 25, 
2005, for the accounting period ending February 24, 2005, the SDD OTA is per- 
forming to a cost efficiency of 103 percent cost performance index (CPI), and a 
schedule efficiency of 99.2 percent schedule performance index (SPI). In layman’s 
terms, this means that the contracting team has delivered $1.03 of performance for 
each dollar spent, which means they are under budget, and is very slightly behind 
schedule performing 99.2 percent of the efforts planned to be completed to date. 
From a critical path perspective, the SDD contracting team is 6 days behind sched- 
ule to the next Program Event of System of System Functional Review scheduled 
for August 11, 2006; commonly referred to as 6 days of negative schedule float. This 
information is reflective of a recent performance measurement re-baselining of con- 
tract activity in September 2005. 



450 


63. Senator Inhofe. Secretary Bolton, the Army has the reputation for being chal- 
lenged in managing large complex programs. Several of your bigger programs have 
been cancelled recently due to resource management, creeping requirements, and 
weak execution. The FCS program was initiated under a somewhat radical manage- 
ment structure for the Defense Department with a lead systems integrator — a con- 
tractor team. Are you happy with this organizational authority structure? 

Mr. Bolton. Yes. 

64. Senator Inhofe. Secretary Bolton, could you change it if the needs changed? 

Mr. Bolton. Yes. 

65. Senator Inhofe. Secretary Bolton, how do you keep fundamental government 
oversight responsibilities with an LSI? 

Mr. Bolton. Fundamentally, the same way that we would discharge our oversight 
responsibilities with a traditional prime contractor, except that using an OTA in 
some ways allows us closer and more routine coordination at the working level. The 
DCMA and DCAA are fully integrated in the day-to-day oversight management of 
the LSI. Additionally, the Government Accountability Office (GAO) and independent 
reviewers like the IDA are invited to participate, and have been active participants 
in program management and technical reviews. The program conducts formal pro- 
gram milestone reviews with OSD on an annual basis, and the government program 
manager, who is collocated with the LSI in St. Louis, Missouri, conducts program 
reviews on a quarterly basis. The LSI program manager conducts a weekly update 
meeting, with government participation. There are also quarterly congressional up- 
dates, primarily focused on budget, which utilize data provided by the LSI’s Earned 
Valued Management (EVM) system. EVM system is implemented in the OTA in ac- 
cordance with the OSD and industry-accepted EVM criteria reflected in the DOD 
adopted ANSI Standard for EVM systems. Additionally, the program has instituted 
a highly collaborative process for maintaining the integrity of the Performance 
Measurement Baseline (PMB), with surveillance of the contractors’ EVM systems, 
tying the EVM information directly to the budgetary requirements, and reporting 
the program’s performance to the Department of the Army (DA), OSD, and Con- 
gress. 

66. Senator Inhofe. Secretary Bolton, while it is early in the program, are you 
satisfied with its progress? 

Mr. Bolton. Basically yes. The contractor is 3 percent under budget, and essen- 
tially on schedule (see response to #62). However, this assessment must be tempered 
with the fact that the contract was restructuring in September 2005. As a result 
of this restructure, the Performance Measurement Baseline required restructuring 
as well to reflect the restructured technical approach, and a congressional reduction 
of $286 million to the 2005 President’s budget. Resulting, the work scheduled and 
work performed was set equal to the actual costs as of Boeing’s accounting period 
ending August 2005. The net effect of this accepted EVM practice (resulting from 
a major rebaselining activity) is that the historical cost and schedule variances as 
of month ending August 2005 was set to zero. So, cumulative performance to date 
reflects data only back to that transition date of 1 September 2005. 

67. Senator Inhofe. Secretary Bolton and Mr. Francis, the Army put Boeing 
under an OTA contract for FCS, and also made Boeing and Science Application 
International Corporation (SAIC) the lead systems integrators for FCS. In general, 
these OTAs are not governed by Federal acquisition laws and regulations that apply 
to contracts, grants, or cooperative agreements. Your institute conducted a study on 
the FCS management last year to include practices which could impact on the FCS 
program development efforts. Would you please explain why an OTA was used for 
this billion-dollar program? 

Mr. Bolton. The Army leveraged an existing option from the DARPA CTD OTA. 
Under that OTA, a best value competitive source selection was conducted by 
DARPA with Army participation and the current LSI, Boeing, was selected. Signifi- 
cant competition exists at the first and second tier contract level including 23 highly 
competitive source selection best value awards made by the LSI for which the Army 
had review and final approval. These awards were made by the LSI without a single 
protest. Again, we chose the LSI approach because the FCS UA poses a highly com- 
plex system-of-systems engineering development challenge, representing 18 major 
Acquisition Category (ACAT) 1 major weapon systems networked together to the 
soldier. Additionally, it requires networked interfaces with a large number of de- 
fense complementary programs at a minimum of 164 defense systems with poten- 
tially over 200 systems, many of which are still in development. The program also 
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has an extremely challenging schedule and a fixed RDT&E program budget. An 
OTA gave us the flexibility to use FAR rules and requirements where they made 
sense, while varying from the traditional FAR framework where we felt it would 
have represented a barrier or impediment to successful FCS development. This OTA 
offers flexibilities we thought we needed for a program this complex and added cer- 
tain FAR clauses for protection. 

Mr. Francis. According to DOD’s latest Annual Report on Cooperative Agree- 
ments and Other Transactions, the FCS OTA allows two nontraditional defense con- 
tractors to transition from the concept and technology development phase to the cur- 
rent system design and development phase. These contractors provide systems engi- 
neering; advanced simulation technolo^; as well as design, development, implemen- 
tation and support of the Advanced Collaborative Environment. In addition, DOD 
reported that the FCS program requires an unprecedented level of interaction, co- 
operation, and collaboration between the government, the LSI, and the subcontrac- 
tors that could not otherwise be achieved with a FAR contract. An Army official also 
noted that the OTA was primarily used to maintain focus on the system-of-systems 
integration of the program. The Army has since reconsidered its position and has 
decided that it can carry out the FCS program under a FAR contract. 

68. Senator Inhofe. Mr. Francis, do you think we will see more of the OTAs and 
also lead systems integrator management contracts for government programs in the 
future? 

Mr. Francis. Other transactions began as instruments for basic, applied and ad- 
vanced research projects sponsored by the Defense Advanced Research Projects 
Agency. Since then. Congress has steadily expanded the legal authority for OTAs 
so that they may now be used by military departments, other agencies, and on a 
limited basis for production. They have served as a contracting instrument for ef- 
forts with varied sizes and scopes, including a $400,000 research project with a uni- 
versity team working to reduce aerospace vehicle system life-cycle costs and the $21 
billion agreement with Boeing to develop the Army’s FCS. In short, other trans- 
actions are permissible for a larger number of government organizations and pur- 
poses than when the law was first passed. Moreover, for prototype projects, the law 
does not limit the dollar value of the transaction or the complexity of the trans- 
action, provided it is a prototype project that is directly relevant to weapons or 
weapon systems proposed to be acquired or developed by DOD, or to improvement 
of weapons or weapon systems in use by the Armed Forces. We have not estimated 
DOD’s likelihood of using OTAs in the future. However, given the trend of increased 
use and application, it is not improbable that DOD will continue using OTAs for 
future programs. 

With regard to the increased use of LSIs, as defense acquisition programs have 
increased in scope and complexity over the last 30 years, prime contractors have in- 
creasingly been given more responsibility in managing those programs. Sometimes 
these prime contractors are called LSIs and other times they are still called prime 
contractors. Regardless of what they are termed, if acquisitions continue to be as 
complex as recent systems and the acquisition workforce lacks the expertise and 
size to manage these systems, there is a likelihood that prime contractors will con- 
tinue to play an increased program management role. 

69. Senator Inhofe. Mr. Francis, what are some other OTA or LSI programs that 
your agency has reviewed? I would appreciate your thoughts. 

Mr. Francis. To date, GAO has done work on the Missile Defense Agency’s Bal- 
listic Missile Defense System (BMDS) program, which is under an OTA with Boeing 
as the lead for the national team developing that architecture. In addition, GAO has 
reviewed the ground-based mid-course Defense element of BMDS. Boeing was the 
LSI for that contract, but recently the company was re-designated a prime con- 
tractor. 

Three additional programs GAO has reviewed are the Coast Guard’s Deepwater 
program, the Navy’s DD(X) Destroyer program, and NASA’s International Space 
Station program. None of these programs uses an OTA. Integrated Coast Guard 
Systems is the LSI for Deepwater. Although Northrop Grumman is not termed a 
LSI for the DD(X) program, our work suggests that Northrop’s responsibilities in 
that program are very similar to what are commonly considered LSI responsibilities. 
Similarly, Boeing is actually called a prime contractor for the International Space 
Station, but it has significant program management and integration responsibilities. 

70. Senator Inhofe. Mr. Francis, when you testified before the House Armed 
Services Committee last April, you thought the FCS program as it was last year 
was risky and because of that you recommended that the Army should add time to 
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the FCS acquisition schedule and to take the time to develop and demonstrate the 
most critical capabilities first, such as the FCS network. The Army seems to have 
listened to you and in July of last year, the Army Chief of Staff directed that the 
FCS program be restructured. They added nearly 3 years to the schedule and have 
placed a priority on maturing certain technologies like the Network. Another obser- 
vation you made in that hearing was that “in order to manage the multitude of 
tasks associated with the FCS acquisition, the Army chose the lead system inte- 
grator approach to capitalize on industry’s flexibility.” Can you ^ve us your assess- 
ment of whether or not the new, restructured program is more likely to be success- 
ful now and also give us your assessment of how this LSI program management is 
working out? 

Mr. Francis. In last year’s restructuring of the FCS program, the Army added 
more time to the program — a delay of as much as 4 years to develop and mature 
the manned p'ound vehicles. This was a positive step, but probably necessary in 
that it was highly unlikely that the program could support the earlier date from a 
technical or cost standpoint. The restructure also accelerated the development and 
demonstration of the network. Focusing first on the development of the network is, 
again, a good step. However, the restructure did not address our primary concern — 
the lack of a match between the program’s resources and requirements. For exam- 
ple, the revised schedule still depends on immature technologies. Also, the program 
also added a sizable amount of scope to the program — the new spirals to the current 
force and the addition of the previously-deferred systems. This additional scope 
added both technical and cost risk to the program. In addition, key areas like defin- 
ing requirements and developing network technologies have progressed more slowly 
than planned. These factors impair making accurate cost and schedule estimates 
and thus the program still retains significant risk for being able to deliver promised 
performance within estimated resources. 

It is too early to know how the FCS LSI program management structure is work- 
ing. Our informal observations are that the FCS LSI structure allows for a number 
of potential efficiencies, but that it also carries a number of potential risks. Among 
the potential efficiencies is the LSI’s overarching responsibility to know, understand, 
and integrate functions across the various FCS platforms — instead of focusing on 
one “stovepiped” platform at a time, as has often been the case in the past. This 
is particularly important in that the LSI has the ability to facilitate movement of 
requirements and make trade-offs across platforms. However, the extent of con- 
tractor responsibility in every aspect of the FCS program management process, in- 
cluding responsibility for making numerous cost and technical trade-offs and for 
conducting at least some of the subcontractor source selections, is also a potential 
risk. As an example, many of the LSI subcontractor source selections are for major 
weapons systems that, in other circumstance would have been conducted by an 
Army evaluation team, an Army contracting officer and a senior-level Army source 
selection authority. These decisions, including procurement decisions for major 
weapons systems, are now being made by the LSI with Army involvement. This 
level of responsibility, as with other LSI responsibilities in the program manage- 
ment process, requires careful government oversight to ensure that the Army’s in- 
terests are adequately protected now and in the future. While we understand that 
the Army has a number of oversight processes in place, we have not yet evaluated 
them to know how well they are working. 

71. Senator Inhofe. Dr. Graham, you spent a considerable amount of time looking 
not only at the use of an OTA contract but also at a myriad of FCS management 
issues. Can you explain to us some of the safeguards that are built into this pro- 
gram to prevent conflict of interests or any unethical program management issues? 

Dr. Graham. Formal ethics programs, whether in the government or industry, 
cannot guarantee that every participant in the FCS program will behave appro- 
priately; sound policies, attention to execution, and continued vigilance, however, 
can help to reduce the likelihood of future violations while demonstrating an organi- 
zation’s due diligence in acting to preclude problems. Army officials, Boeing Head- 
quarters, and the FCS LSI organization within Boeing were highly sensitive to the 
need to minimize managerial distraction and potential disruption to the FCS pro- 
gram that could result from adverse publicity or legal action resulting from ethics 
and related problems. The IDA review examined Boeing’s ethics initiatives in some 
depth, looked briefly into the ethics programs in the other companies involved in 
FCS, and considered government workforce ethics issues as well. 

Boeing’s ethics program has been in the public eye due to ethics violations unre- 
lated to the FCS program. Such violations led to Boeing’s debarment from the Air 
Force’s EELV program, and to a series of rather exhaustive external reviews per- 
formed over the last 2 years. One, “The Boeing Company: An Assessment of the 
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Ethics Program,” was performed by the Ethical Leadership Group at the request of 
the Air Force.® Former Senator Warren Rudman performed two additional ethics re- 
views at the request of Boeing.® R. William Me, a former president of the American 
Bar Association, conducted a third review that focused on Boeing’s legal depart- 
ment. 

These reviews highlighted some common strengths and weaknesses within 
Boeing’s approach to corporate ethics. Boeing long had policies in place and a strong 
reputation for ethical behavior, but, following significant expansion through several 
major corporate takeovers in the 1990s, lapses occurred. The external reviewers 
found Boeing’s ethics activities to be under-strength, integrated too closely with the 
business and operating units, too narrowly focused, and not sufficiently aggressive 
in addressing issues. The Ethical Leadership Group noted that more than 90 per- 
cent of Boeing employees participating in their study were aware of the Boeing Eth- 
ics Hotline; however, a significant percentage of those same employees also felt that 
complaints would not be acted upon thoughtfully, in a timely manner, and worse, 
would subject the complainant to retaliation. 

In response to the recommendations of these reviews, Boeing management has 
taken steps to strengthen needed enforcement mechanisms, provide stronger aware- 
ness of the company’s commitment to ethical behavior, and strengthen the mecha- 
nisms for reporting and investigating potential violations (see Table). 

The ECS program independently embarked on its own ethics training, in large 
measure driven by ECS subcontract management processes. For example, Boeing es- 
tablished a Tier 1 subcontracting process in which government and Boeing subject 
matter experts (SMEs) entered a physically and electronically “fire-walled” arena to 
evaluate multiple subcontract proposals. LSI employees assigned to the subcon- 
tractor selection process were informed that their employment choices within the 
program could be limited for up to one year from the last date on which they han- 
dled potential subcontractor proprietary information to ensure against any potential 
conflict of interest at the time of subcontractor selection, or into the future. 

Boeing and the Army negotiated a set of additional firewall arrangements to per- 
mit the flow of contractor proprietary data to and from the ECS program to ensure 
technical coordination and effective interoperability with complementary systems. 


® Ethical Leadership Group, Wilmette, IL, October 2003. 

®Paul, Weiss, Ritkind, Wharton, and Garrison, LLP, “A Report to the Chairman and Board 
of Directors of the Boeing Company Concerning the Company’s Ethics Program and its Rules 
and Procedures for the Treatment of Competitor’s Proprietary Information,” (Washington, DC: 
November 3, 2003) and “A Report to the Chairman and Board of Directors of the Boeing Com- 
pany Concerning the Company’s Policies and Practices for the Hiring of Government and 
Former Government Employees,” (Washington, DC: February 26, 2004). 
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Selected Boeing Ethics Initiatives 


■ Has commissioned external reviews (Senator Rudman, Ethical Leadership Group, Review of 
Boeihg Law Department by R. William Ide) 

■ Is reviewing and revising corporate policies and procedures to enhance the emphasis on, 
clarify, and make relevant ethical business conduct to all employees 

■ Is realigning its corporate structure to increase the indepehdence of corporate governance 
functions; Boeing has established: 

o A Senior VP for Internal Governance (reports to CEO and separately to the Board’s 
audit committee) 

o An Integrated Defense Systems Compliance Review Board - chaired by the 
President of Boeing 

o Direct reporting lines for all Ethics Advisors to HQ VP for Ethics 

■ Is expanding the number of ethics advisers and recruiting new ethics advisers from outside 
Boeing to provide greater support to business and operating units. 

o Converting all to full time 

■ Has strengthened certification and training requirements for Boeing personnel 

o Boeing code of conduct (allegiance certification for all employees) 

o Procurement integrity (training and certification for all proposal and source selection 
team members) 

o Appropriate handling of propriety information (training and certification for all new 
employees) 

o Documented government legal opinions on exposure to conflicts (required for all 
new hires with government backgrounds) 

■ Has directed development of a system for flagging, tracking, and assignment screening for 
recent hires with potential conflict of interest exposure 

o Modifying and improving the HR management systems to better track employees for 
potential conflicts of interest 

o Coverage includes both those out of government and from prior competitors. 

• Has enhanced training 

o Modifying and expanding the ethics components of leadership training at the St. 
Louis, MO, training facility 

o Introduced orientations, recommitment days. 

• Has increased “hotline” accessibility and strengthened safeguards for those who come 
forward 


Source: Boeing submission to Steven A. Shaw, Deputy General Counsel (Contractor Responsibility), 
Department of the Air Force, March 25, 2004 (April 12 Revision). 


One particularly sensitive issue is the Boeing system for hiring former govern- 
ment employees into the FCS program. The Rudman review found that, contrary 
to Boeing policy, the company did not have government advisory letters on file for 
every former government employee. Boeing told IDA that they are beginning to 
screen the files of former government officials within its Integrated Defense Systems 
arm to identify potential conflict of interest issues. This includes identifying cases 
where conflict of interest advisory opinions are missing. We understand that Boeing 
is asking former government employees to ensure their personnel file includes a con- 
flict of interest opinion. In addition, the IDA team asked whether Boeing had copies 
of disqualification letters that may have been issued to former government employ- 
ees. The FCS program had not requested copies of these letters from Boeing, but 
seemed receptive to the idea. 

We also asked Boeing how it intended to address the Rudman recommendation 
regarding tracking employees that may bring with them potential conflict of interest 
issues. As noted in Table 4, Boeing indicated that the program is in the process of 
creating a personnel mechanism for the FCS program that will allow employees 
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with potential conflict of interest exposure to be flagged and tracked. This system 
is critically important because the ability to manage the movement of people into, 
out of, and within FCS is critical for maintaining the firewall protection of sensitive 
and proprietary information. 

FCS Tier 1 subcontractors who work with the government on other programs have 
formal systems of business ethics, procurement integrity, and information protection 
(export control, proprietary information, etc.). IDA reviewed the formal documenta- 
tion for their programs, but time and resources did not permit a more in-depth as- 
sessment. While the public eye has been on Boeing in recent months, it would be 
valuable for the Army to also verify that the other subcontractors’ programs have 
incorporated pertinent lessons learned from the external reviews of Boeing’s ethics 
programs. 

On the government side, the Army has taken specific actions to address chal- 
lenges associated with implementing the “One-team” management approach. The 
Tank and Automotive Command (TACOM) appears to have guidance in place on all 
the key issues of ethical conduct and preservation of procurement integrity that are 
likely to arise in the course of the FCS program. 

The TACOM program has four main thrusts: 

• Ethics training covers all TACOM personnel, leaving the subject of spe- 
cific annual training to the discretion of the local commands. This year, 
TACOM is insisting that all personnel receive personal instruction with a 
live instructor in a classroom or lecture hall environment. Because of the 
prevalence of two-income families and the possibility that a TACOM em- 
ployee family member might work for a TACOM prime or subcontractor, 
training focuses on conflict of interest issues. 

• TACOM lawyers counsel every employee on potential conflict of interest 
issues when they leave government service. In addition, the ethics adviser 
will, upon request, prepare an ethics advisory letter identifying areas of po- 
tential ethics or conflict of interest concern for employees seeking work in 
the private sector. This letter may be obtained any time subsequent to leav- 
ing the government, so employees who change jobs can always go back to 
TACOM for a letter; however, such letters are not mandated by the govern- 
ment. Letters of disqualification are also provided when TACOM officials 
find it necessary to recuse themselves from dealing with an acquisition 
matter while concurrently interacting with a potential or current contractor 
regarding employment or other matters. 

• The ethics adviser and acquisition staff have addressed matters of con- 
cern regarding ethical conduct and procurement integrity arising out of the 
“One-team” approach used in the FCS acquisition. Training is provided to 
address such issues as gifts, ride-sharing, and protection of government 
property, and proprietary and competition-sensitive information. It also ad- 
dresses larger issues of procurement integrity and the need for government 
participants in IPT processes to adhere to their specific charters. 

• The Grants Officer has provided specific instructions to each Grants Offi- 
cer Representative and Grants Officer Technical Representative (approxi- 
mately comparable to a Contracting Officer’s Representative and Con- 
tracting Officer’s Technical Representative). These instructions identify ac- 
tions on the part of a government IPT member that could result in a con- 
structive change to the LSI OTA agreement. The Grants Officer requires 
each government IPT member he or she appoints to complete formal train- 
ing within a year of appointment. 

The IDA review concluded that Boeing is taking demonstrable steps to “recapture 
the trust of its customers” following disclosures of its prior ethics violations on mat- 
ters unrelated to the FCS program. IDA did not audit execution at Boeing, and 
while we have reviewed the formal documentation for several of the major FCS sub- 
contractors, their programs have not been scrutinized during our review in the same 
depth as have Boeing’s. The IDA report therefore recommended some additional 
steps. 


Questions Submitted by Senator Lindsey O. Graham 

ASSAULT RIFLES 

72. Senator Graham. Secretary Bolton and General Cody, over the past few 
months. United States Special Operations Command (USSOCOM) has selected a 
new assault rifle system. The process followed by USSOCOM in making that selec- 
tion seems like a model of responsible, efficient, and fair acquisition procedures — 
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clearly based on full and open competition — beginning with the pre-solicitation no- 
tice issued in October 2003 and continuing through the contract award announced 
in November 2004. The Army, on the other hand, seems committed to a very dif- 
ferent process, one that has relied on sole-source contracting with a German com- 
pany, rather than full and open competition, in selecting its new assault rifle sys- 
tem. Why has the Army decided in favor of sole-sourcing a program of this mag- 
nitude and against full and open competition? 

Mr. Bolton and General Cody. Senator Graham, the Army is in fact pursuing 
a full and open competition for the Objective Individual Combat Weapon Increment 
1 (OICW 1) family of weapons. Based on the requirements that have emerged from 
Operation Iraqi Freedom and Operation Enduring Freedom, the Army approved an 
updated OICW 1 Capabilities Development Document (CDD) on October 19, 2004. 
The CDD calls for a family of weapons that will have high degree of commonality, 
enhanced capabilities, and much higher reliability than our current weapons. The 
family will be comprised of Special Compact, Carbine, Designated Marksman, and 
Light Machine Gun. 

Subsequent to the approval of the CDD, the Program Office issued a Sources 
Sought Notice on November 5, 2004, for the OICW 1 family of weapons. The Notice 
invited contractors to submit a written report on their capabilities to meet the Key 
Performance Parameters for the family of weapons as well as provide a video of 
those capabilities. Based on an independent team’s review of the numerous submis- 
sions, the Army has determined that a full and open competition is the best way 
to obtain a Non-Developmental Item (NDI) solution to the CDD’s requirements. A 
pre-solicitation notice was issued on March 5, 2005, and the Program Office issued 
a Draft Request for Proposals on April 1, 2005. After the final Request for Proposals 
is issued on or about May 6, 2005, an independent Source Selection Authority and 
Source Selection Evaluation Board will conduct the evaluation process. The winner 
of this competition will be awarded the contract to build this new family of weapons. 

73. Senator Inhofe. Secretary Bolton and General Cody, after spending more 
than 10 years and in excess of $30 million on the XM8, last year the Army’s budget 
submission included a line-item request for $25.9 million for approximately 7,000 
XM8 assault rifles. Congress declined to appropriate any funds for that program. 
Now it appears that this year the Army is attempting to obtain funding to continue 
the program but has not submitted a line-item budget request; how much does the 
Army plan to spend on the XM8/OICW program in the next year and from what 
account would these funds be appropriated? 

Mr. Bolton and General Cody. Senator Graham, the Army requested $25.9 mil- 
lion in the fiscal year 2005 supplemental to accelerate the fielding of the OICW 1 
kinetic energy sub-component as part of its modularity request. The committee 
marks were House Armed Services Committee (HASC) - $25.9 million. Senate 
Armed Services Committee (SASC) - $13 million. House Appropriations Com- 
mittee — Defense (HAC-D) - $25.90 million and the Senate Appropriations Com- 
mittee-Defense (SAC-D) - $13 million. The final budget did not include Army 
modularity funding (including OICW 1) due to higher priority funding requirements. 
The Army maintained the Milestone C decision in fiscal year 2005 and planned to 
start fielding the OICW 1 kinetic energy sub-component in fiscal year 2006. The fis- 
cal year 2005 budget supported by the President and Congress included $21.8 mil- 
lion for research, development, test and evaluation funds to support both the OICW 
1 kinetic energy and OICW II airburst weapon subcomponents, and $500,000 weap- 
ons and tracked combat vehicles (WTCV) funds to support initial production of the 
OICW 1 kinetic energy subcomponent. The fiscal year 2006 President’s budget sub- 
mission includes $32.5 million in WTCV funding for the fielding of the OICW 1 fam- 
ily- 

74. Senator Inhofe. Secretary Bolton and General Cody, given the history of this 
program, why has the Army now decided that U.S. companies wanting to compete 
will be given only 60 days to submit their prototypes? 

Mr. Bolton. Senator Graham, based on market research, the weapon system ma- 
turity cited in the written responses, and the videos of the weapons firing from the 
Sources Sought Notice, multiple contractors have completed design work. A com- 
plete design and build cycle in small arms can be completed in 90-120 days. There- 
fore, a 60-day response time for a NDI solution is appropriate. 
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Questions Submitted by Senator Joseph I. Lieberman 

SCIENCE AND TECHNOLOGY TO SUPPORT FUTURE COMBAT SYSTEMS 

75. Senator Lieberman. Secretary Bolton, I understand that the Army’s science 
and technology request in fiscal year 2006 for combat vehicle research programs 
supporting FCS has been reduced by $60 million relative to fiscal year 2005 levels 
and is programmed to continue to reduce in future years. Additionally, DARPA’s in- 
vestment in research to support FCS will decline from over $100 million in fiscal 
year 2006 to $21 million in fiscal year 2007. Given the fact that these science and 
technology (S&T) programs have successfully transitioned a number of technologies 
into the FCS program and are showing great promise to develop new capabilities 
for future spirals of FCS, why are we reducing these S&T investments? 

Mr. Bolton. The reduction in Army S&T funding for combat vehicle technology 
between fiscal year 2005 and fiscal year 2006 reflects the scheduled completion of 
several major technology demonstrations during fiscal year 2004 and fiscal year 
2005 that were accelerated (with additional funding) to meet critical FCS decision 
timelines. The fiscal year 2006 President’s budget funding request for advanced 
combat vehicle technologies has returned to its previous level and is considered suf- 
ficient to support the fielding of FCS in 2014 as currently scheduled. The Army 
maintains a substantial S&T investment profile across the Future Years Defense 
Program to develop and mature key enabling technologies foe combat vehicles in 
areas such as advanced lightweight armor, advanced propulsion systems, advanced 
power electronics, and advanced active protection systems. The Army S&T program 
continues collaborations with DARPA to solve tough challenges to mature tech- 
nologies for advanced sensors, communications, UAVs, and mobile networks. These 
technologies will provide additional capabilities for FCS beyond threshold capabili- 
ties and for other systems. 

76. Senator Lieberman. Secretary Bolton, what technological risks, in which spe- 
cific systems, are we taking on by reducing our investments in risk-reducing science 
and technology programs? 

Mr. Bolton. S&T programs have always provided risk reduction initiatives for 
program managers by providing technology options that increase their probability 
of success in fielding a more capable product to the warfighter. Reducing S&T in- 
vestments does result in loss of opportunities to define and transition technologies 
which must be balanced within the current resource constrained environment the 
Army finds itself. S&T investment in the fiscal year 2006 President’s budget, while 
it is constrained, is robust enough to provide sufficient options for Future Force ca- 
pabilities with acceptable technological risk. 


defense advanced research PROJECT AGENCY URBAN AREA OPERATIONS RESEARCH 
AND FUTURE COMBAT SYSTEMS 

77. Senator Lieberman. Secretary Bolton, I understand that DARPA is maintain- 
ing a significant investment in technologies to support urban area operations. Since 
it is very likely that FCS technologies will be operating in urban environments, how 
is the Army coordinating investments in urban area operations with DARPA to en- 
sure that the DARPA systems being developed can be integrated with FCS systems? 

Mr. Bolton. The Army is engaged in continuous dialogue with DARPA to lever- 
age their investments for applications that may satisfy Army problems. This in- 
cludes our awareness of DARPA’s focused investments on urban operations tech- 
nologies. Likewise, DARPA often uses the technical expertise of the Army’s Re- 
search, Development, and Engineering Centers and Laboratories to implement and 
support their technology efforts. The Army Deputy Assistant Secretary for Research 
and Technology and the Program Manager for the FCS unit of action regularly meet 
with the Director of DARPA to help shape the content and monitor progress of 
DARPA’s technology investments. 


FUTURE COMBAT SYSTEM NETWORKING AND COMMUNICATIONS TECHNOLOGIES 

78. Senator Lieberman. Secretary Bolton, the key to the FCS systems is the net- 
work and communications technologies that will provide the backbone for future 
network centric operations. A number of programs that are not specifically part of 
FCS are vital to its future operational utility — including JTRS, WIN-T, and the dis- 
tributed common ground system-Army (DCGS-A). What is the status of the develop- 
ment of these systems? 



458 


Mr. Bolton. JTRS Cluster 1 is currently in the SDD phase. The program has ex- 
perienced significant cost and schedule growth (due to the technology, packaging, 
and security issues as discussed in item 18). In order to stabilize the program, the 
Under Secret of Defense for Acquisition, Logistics and Technology, (USD AT&L) has 
issued a partial Stop Work order, which directs the Program Manager to baseline 
the program status via conduct of an Early Operational Assessment (EOA). This 
EOA will be initiated this month (April 2005) at Fort Huachuca, using JTRS Cluster 
1 Pre-Engineering Development Models (Pre-EDMs). USD AT&L has also directed 
the newly appointed JTRS Joint Program Executive Office (JPEA) to conduct an 
independent assessment of the Cluster 1 program. 

JTRS Cluster 5 has recently entered the System Design and Development phase. 
It provides radios to support users, including Landwarrior, UGS, IMS, UGVs, and 
UAVs. A System Requirements Review was conducted on April 6-7, 2005. Schedule 
synchronization is ongoing to accelerate early deliverables. 

WIN-T is currently in the System Design and Development phase. WIN-T com- 
pleted a System Design Review in January 2005. WIN-T via the Point of Presence 
will provide reach (inter-UA) and reachback (UA to UEx/y) capabilities for ECS. 
WIN-T components may require SWaP reductions in order to be used within certain 
ECS platforms (e.g.. Class III/IV UAV). 

DCGS-A acquisition approach was approved last fall by the Army Capabilities Re- 
view board. DCGS-A Spin Outs 1-3 are complete, providing improvements to sys- 
tems and troops engaged in the global war on terrorism. The DCGS-A mobile con- 
figuration, enabled through Spin Outs 4 and 5, will begin fielding in fiscal year 2008 
and reach Initial Operational Capability in fiscal year 2010. 

79. Senator Lieberman. Secretary Bolton, how are their development schedules 
integrated with the development and deployment plans of ECS? 

Mr. Bolton. JTRS and WIN-T (Point of Presence) are integrated radio systems 
into the PCS program and are therefore fully integrated into the PCS system sched- 
ule. DCGS-A development and deployment schedules have been aligned to provide 
synergy with Spiral (PM UA terminology is now Spin) fieldings. The JTRS Cluster 
1 fielding schedule originally supported TOC-to-TOC requirements for the Stryker 
Brigade Combat Teams, as well as Aviation Recapitalization requirements. It is 
being revised to more closely align with the PCS Spiral (PM UA terminology is now 
Spin). Out requirements, and will be documented in the Army JTRS Migration 
Strategy, due in May 2005. JTRS Cluster 5, as an integrated component within FCS 
platforms is aligning with PCS program requirements. WIN-T fieldings are cur- 
rently planned to be independent of, but initiated prior, to PCS Spiral (PM UA ter- 
minology is now Spin) 1 fielding. 

80. Senator Lieberman. Secretary Bolton, what are you doing to ensure that 
JTRS, WIN-T, and DCGS-A are going to be compatible with joint operations (i.e. 
interoperable with the other Services)? 

Mr. Bolton. The FCS Program Office has established an organizational structure 
that addresses coordination and interoperability. Each program Project Office is col- 
located with the FCS sensor and communications teams. Coordination with JTRS, 
WIN-T, & DCGS-A is performed at the engineering staff as well as monthly/quar- 
terly director meetings. 

Both JTRS Cluster 1 and ITRS Cluster 5 will only utilize waveforms certified by 
the ITRS program’s Joint Test and Evaluation Laboratory (ITeL). These waveforms 
will run on all JTRS Clusters (to include Cluster 2 (SOCOMAJSMC) and Cluster 
AMP (U.S. NavyAJSAF). The WIN-T program, although not a joint Services pro- 
gram, will also run JTeL certified waveforms. 

All Services’ DCGS development efforts are under a 2003 Defense Acquisition 
Board mandate to adopt the DCGS Integration Backbone to enable joint, network- 
centric support to the warfighter. The Services’ material developers are cooperating 
under the guidance of the Under Secretary of Defense (Intelligence)-chartered DCGS 
council and have formed a Multi-Service Execution Team. Further, operational ex- 
perts from each of the Services are supporting Joint Forces Command in developing 
the Joint DCGS Concept of Operations. 


FORCE generation, FORCE SIZE, AND ORGANIZATIONAL STRUCTURE 

81. Senator Lieberman. General Cody, I understand that Army analyses and 
gaming have identified a need for up to 20 brigade combat teams to be deployed 
at any one time as a steady state requirement, plus an ability to surge to 40-43 
to effectively support the 2004 National Defense Strategy and the National Military 
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Strategy. What effect do you expect the 2005 Quadrennial Defense Review to have 
on Army organizational and force generation concepts? 

General Cody. The congressionally-mandated Quadrennial Defense Review (QDR) 
belongs to the Secretary to Defense (SECDEF) and the Army is fully committed to 
working with the SECDEF in conducting the QDR consistent with the priorities es- 
tablished by the President. It is too early in the QDR process to talk about specific 
insights or results. The four focus areas for the review, analysis, and discussion 
among the Department’s senior leadership could impact Army organizational and 
force generation processes. That being said, we feel the Army modular design as the 
basic building block for the Army is the right way to go. Finally, the Army has al- 
ready taken lessons learned from Operations Iraqi Freedom and Enduring Freedom 
and realigned force structure (less artillery and more engineers for example) as well 
as Active and Reserve component rebalancing. 

82. Senator Lieberman. General Cody, is the Army plan for size and structure 
of the force appropriate for the types of operations it has been performing if it must 
do so again in the mid-term? If yes, do you think the Army can simply “scale up” 
to meet the mission requirement if the contingency is a Pakistan or Iran scale of 
contingency in size and complexity that lasts for several years? 

General Cody. The Army is in the process of transforming and reorganizing to 
meet the types of operations and requirements it anticipates supporting in the fu- 
ture. The Army has shown through its support of wars in Afghanistan, Iraq, and 
numerous lesser contingencies that it is flexible in its ability to adapt to changing 
circumstances and requirements. In other words, the Army is inherently a “scalable” 
force able to adapt to the changing global environment. Furthermore the Army is 
incorporating lessons learned from fighting the global war on terror as it restruc- 
tures its force to meet anticipated future requirements. The upcoming Quadrennial 
Defense Review will provide additional guidance and insights that will ensure that 
the Army’s emerging force structure aligns with the Nation’s strategic objectives. 

83. Senator Lieberman. General Cody, it is critical to have a rotation base that 
allows sustained commitments without over-stressing the force or severely under- 
staffing the critical training base. Many analysts are now questioning whether a 
“three-to-one” rotation base is adequate, with some saying “four-to-one” or even 
“five-to-one” is necessary. Your 43 brigade construct together with the Reserve com- 
ponent will barely meet a “three-to-one” rotation base and expects lengthy mobiliza- 
tions of the Reserve component to do that. I question whether the Army’s position 
about a temporary 30,000 end strength increase even fills 43 brigades let alone 
what would be needed for more brigades. Does the Army believe this end strength 
and number of brigades maintains a “three-to-one” rotation base for a contingency 
requiring 20 plus brigades for 4 or 5 years? If not, what size and types of organiza- 
tions are you studying as possible alternatives? How much more end strength would 
be required? 

General Cody. The temporary 30,000 increase allows the Army to continue to 
transform while it sustains its current level of operational commitments. Once our 
restructuring efforts are completed, we will be able to sustain a similar level of glob- 
al commitment for a period of 4 to 5 years. Achieving this capability will require 
continued, predictable access to our Reserve component forces. 

84. Senator Lieberman. General Cody, does the Army program adequately sup- 
port the force size and composition needed now and 10 years from now? If not, how 
much more table of allowance is required? 

General Cody. The current program and temporary 30,000 end strength increase 
in our force allows the Army to transform while sustaining current operational com- 
mitments. Once complete, our restructuring efforts will allow us to sustain our oper- 
ational commitments for several years provided we have assured predictable access 
to Reserve component forces. It is uncertain what our force requirements will be 10 
years from now. 


MODULARITY 

85. Senator Lieberman. General Cody, the Army’s original estimate for its addi- 
tion of 10 brigades to the Active Force and the reorganization into modular brigade 
combat teams was about $28 billion. Analysts outside the Army estimate that it will 
cost $70 billion to $90 billion. It would appear that currently the Department of De- 
fense has only identified $48 billion for that restructure, in the near term paying 
for it through the supplementals, and starting in fiscal year 2007 and through fiscal 
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year 2011 at $5 billion a year in the base budget. How much do believe the Army 
restructure will cost? 

General Cody. The short term cost to build the Army Modular Force, to include 
77 BCTs is fairly well defined and has widespread support to be resourced through 
the Army base program and supplemental dollars. The Army estimates the costs to 
transform to a Modular Force at $48 billion. This includes procurement of equip- 
ment, requisite infrastructure, sustainment and training. Not included in the Army 
Modular Force cost is an estimated $16 billion in fiscal year 2006-2011 for the fully 
burdened personnel costs of the temporary 39,000 end strength increase to support 
both the operational requirements for the global war on terror and the Army Mod- 
ular Force transformation. The Army anticipates supplemental or over guidance 
support to fund the end strength increases. 

Of the $48 billion to transform to the Army Modular Force, the Army base pro- 
gram will fund $38 billion: a combination of $13 billion reprogrammed for fiscal year 
2006-2011 and an additional $25 billion provided in the President’s 2006 budget for 
fiscal year 2007-2011. Army anticipates that supplemental will fund $10 billion for 
Modularity in fiscal year 2005 and fiscal year 2006. 

The Army is committed to provide the Army Modular Force within these available 
resources at the specified temporary endstrength level within the timeframe speci- 
fied by the Army Campaign Plan. However, the long-term costs to sustain and oper- 
ate the Army Modular Force are not fully known. Long-term costs will be a function 
of many known and likely unknown, factor current operations in Afghanistan and 
Iraq and future operations worldwide in support of the global war on terror, will 
continue to inform the Army on the long-term costs of the Army Modular Force. In 
addition, pending basing decisions, final unit designs and the Quadrennial Defense 
Review outcomes will all factor into the cost of the Army Modular Force. 

86. Senator Lieberman. General Cody, is that cost covered in the fiscal year 2005 
supplemental and in the base budget? How much will you need in a fiscal year 2006 
supplemental to meet that requirement? How much will you need in supplementals 
beyond fiscal year 2006? There have been reports that you believe you will need 
supplementals for 2 full years after redeployment from Iraq. 

General Cody. Yes, $5 billion of that cost is covered in the fiscal year 2005 sup- 
plemental for investment items. We have realigned a portion of the fiscal year 2006 
President’s budget to support Army Modular forces, and expect to need an addi- 
tional $5 billion in a fiscal year 2006 supplemental for investment items and $3 bil- 
lion for fully-burdened personnel costs. From fiscal year 2007 through fiscal year 
2011, the Army base program will fund the remaining requirements for the Army 
Modular Force. Upon return from operations in Iraq, the Army anticipates it will 
need $4 billion per year from the end of the conflict plus 2 years to fully reset its 
equipment to mission capable standards. Our experience in Operation Desert Storm 
shows us that we will need 2 years to reset our units to be ready for the next contin- 
gency. 

87. Senator Lieberman. General Cody, is $5 billion a year sufficient to keep to 
your desired time schedule? 

General Cody. The Army is committed to provide the Army Modular Force within 
available resources at the specified temporary end strength level within the time- 
frame specified by the Army Campaign Plan. The short term cost to build the Army 
Modular Force is fairly well defined and has widespread support to be resourced 
through the Army base program and supplemental dollars. The Army barogram will 
fund $38 billion: a combination of $13 billion reprogrammed for fiscal year 2006- 
2011 and an additional $5 billion per year for procurement and infrastructure pro- 
vided in the President’s 2006 budget for fiscal year 2007-2011. The Army antici- 
pates that supplementals will fund $10 billion for Modularity in fiscal year 2005 and 
fiscal year 2006. 

88. Senator Lieberman. General Cody, what are the major equipment shortages 
resulting from the reorganization and are those equipment shortages covered in the 
funding requested? 

General Cody. Combat vehicles, tactical wheeled vehicles, battle command and 
communication systems, and ISR systems are the major equipment requirements 
the Army needs to transform to a Modular Force. These requirements are included 
in the Army’s estimated $48 billion cost to transform to a Modular Force. Of the 
$48 billion to transform to a Modular Force, the Army base program plans fund $38 
billion: a combination of $13 billion reprogrammed for fiscal year 2006-2011 and an 
additional $25 billion during fiscal year 2007-2011. The Army anticipates that 
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supplementals will fund the other $10 billion for Modularity in fiscal year 2005- 
2006. 

89. Senator Lieberman. General Cody, what are the decision criteria for deter- 
mining whether the Active Force will be increased by yet another five brigade com- 
bat teams to 48 total? 

General Cody. The Army’s primary mission is to provide necessary forces and ca- 
pabilities to the combatant commanders in support of the National Security and De- 
fense Strategies. On January 30, 2004, the Office of the Secretary of Defense ap- 
proved the Army plan to increase force structure by 10 modular brigades by fiscal 
year 2006 and to defer a decision to build 5 additional brigades. In order to make 
this decision, the Army will continue to evaluate the mix of capabilities and the 
number of brigades required to meet future demands. Consequently, the Army will 
build additional brigade combat teams if those forces are necessary to meet the com- 
batant commanders’ and defense strategy needs. 

90. Senator Lieberman. General Cody, how much additional end strength will be 
required and what will be the cost to increase the Active Force to 48 brigade combat 
teams? 

General Cody. Increasing the number of brigade combat teams from 43 to 48 
would add approximately 20,000 soldiers within the Army’s combat formations and 
approximately 15 percent to our institutional Army to recruit, train, and help sus- 
tain the additional soldiers. Proposing the exact costs of such a growth to the 
Army’s combat formations would be highly speculative at this time. In general, for 
every 10,000 soldiers, it requires approximately $1 billion for all related pay and 
allowances. However, given the highly variable factors involved in determining such 
costs, further analysis is required to accurately scope the nature and the magnitude 
of such an increase. 

91. Senator Lieberman. General Cody, what additional equipment will be re- 
quired? 

General Cody. The Army is committed to meet the equipment requirements to 
transform to a Modular Force. However, as the Army progresses toward the FCS 
and Future Force, maturing technologies that significantly increase combat capabili- 
ties will be spiraled into the current force. Additionally, the Army will continue to 
assess its posture through lessons learned from the global war on terrorism. Total 
Army Analysis, and Quadrennial Defense Reviews and respond to meet and defeat 
these emerging threats. The Army will continue to respond to the operational needs 
of the combatant commanders. Thus, additional equipment, yet to be identified and 
developed, will be required to maintain our battlefield superiority. 

92. Senator Lieberman. General Cody, I’ve been told the Congressional Budget 
Office (CBO) is finishing a study of Army modularity that concludes the end product 
will provide only a modest increase in combat power — on the order of 5 percent. Ap- 
parently, this is because even though there will be more brigades in a division, the 
number of companies in the brigades will actually be fewer than at present. CBO 
is reported to be skeptical that the reconnaissance, surveillance, target acquisition 
(RSTA) companies do not provide combat boots on the ground for security and 
counterinsurgency in the irregular warfare category of scenarios. What is your posi- 
tion on this question? 

General Cody. The Army’s new modular formations provide a 30-percent increase 
in active combat power and approximately a 50-percent increase in the brigade rota- 
tional force pool. Additionally, they provide more than just sufficient boots on the 
ground. They are designed to allow the maneuver commander the ability to see first, 
think first, and act first. This is a radical shift from the way we as an Army have 
traditionally measured combat power in the past. Our ability to rapidly collect, ana- 
lyze, and disseminate critical, time-sensitive information on the battlefield provides 
our forces with a common operating picture, helping to better focus both our combat 
power and effects where they will have the greatest impact. 

93. Senator Lieberman. General Cody, I’m concerned that the Army is adequately 
considering changes in doctrine and priority for the combat support (CS) and combat 
support service (CSS) units. In On Point: The United States Army in Operation 
Iraqi Freedom, the analysts speculate that the tragedy of the 607th maintenance 
company might be explained by “the 507th is indicative of an Army-wide problem. 
This view holds that some CS and most CSS units are generally not equipped, 
manned, or trained to defend themselves while stationary, let alone when on the 
march, CSS units are generally the last units to field night vision, armor plating 
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for flak vests, and other combat gear. They also have fewer radios, crew served 
weapons and far less armor protection than their colleagues in combat and CS 
units.” I note that many things that would fill these shortages in these units are 
not in the Army’s budget, but are on the Unfunded Priority List — notably $443 mil- 
lion for small arms, including .50 caliber machine guns, that the 507th had only one 
of; $227 million for night vision equipment; and $117 million for radios. Now, I 
would assume that these things would be an absolute priority for missions like Iraq. 
Why are they on the unfinanced requirements list instead of in the budget, and 
what is your plan to bring these units to the same level as combat units, in both 
Active and Reserve components? 

General Cody. The Army, with tremendous congressional support, has purchased 
or contracted hundreds of millions of dollars in small arms, night vision equipment, 
and radios to meet the operational demands of units in Operations Enduring Free- 
dom and Iraqi Freedom. We have done so without regard to type or component of 
units. The Army has gone to great lengths to ensure our units in contact have the 
appropriate type and quantity of equipment necessary to conduct their mission ef- 
fectively and with minimum risk to the soldiers (e.g. rapid fielding initiative, inter- 
ceptor body armor, up-armored HMMWVs, add-on-armor for wheeled vehicles, and 
convoy protection vehicles.) Yet while we are fighting the global war on terrorism, 
we are also transforming the Army into a Modular Force that is more joint and ex- 
peditionary. This transformation is necessary to continue the high operational 
tempo necessary to prevail in this war. The equipment you have identified on the 
Army’s Unfunded Priority List would allow us to accelerate our transformation to 
the Modular Force. Our Army Campaign Plan encompasses the entire operational 
Army and will result in units that are more capable, lethal, and survivable. Based 
on our work with the executive branch and the Office of the Secretary of Defense, 
our plan is funded through a combination of base funding and a commitment of sup- 
plemental funding. 


WOMEN IN MODULAR BRIGADE COMBAT TEAMS 

94. Senator Lieberman. General Cody, questions are being asked about whether 
the Army’s new reorganization into modular brigade combat teams complies with 
the rules regarding women in combat. The controversy is whether women assigned 
to the forward support companies in those brigades will be collocated with combat 
units. The reality of the situation is that whether these women are habitually collo- 
cated or not, their support duties will often take them into close contact with those 
units and the non-linear nature of the battlefield puts them at risk. The Secretary 
of the Army recently concluded that the Army’s proposed reorganization will not re- 
quire a change in policy. Some groups contend that this is merely a matter of se- 
mantics and that the reorganization will, in effect, cause women to be collocated 
with units assigned a direct combat mission. What are your views on this con- 
troversy? Are the current rules too limiting and make it difficult for the Army to 
reorganize into its modular structure? 

General Cody. Forward support companies are not collocated with combat units. 
The function of all soldiers on the current battlefield, and this includes soldiers in 
the medical, maintenance support, fuel handling, and chaplaincy fields, engage in 
duties that may take them into close contact with combat units. Additionally, the 
non-linear nature of our current battlefield puts all soldiers, regardless of gender, 
at risk. Our policy is that women will be assigned to all units as long as the prin- 
cipal mission does not include engaging in direct ground combat. That does not 
mean women will not be assigned to positions that could place them in danger. As 
is the case today, women are assigned to units and positions that may necessitate 
combat action such as defending them or their units from attack. For this reason, 
all soldiers, regardless of gender, are equipped, trained, and prepared to defend. 


AVIATION RESTRUCTURE 

95. Senator Lieberman. General Cody, is the cost of aviation restructure included 
in the amount requested for modularity? 

General Cody. No. Aviation restructure costs are not included in the amount re- 
quested for modularity. However, the Army Modular Force requires UAV capabili- 
ties outside of the aviation structure. The Army has accepted risk with this capa- 
bility and is funding it less than the full Army Modular Force requirement. The cost 
of the Army Modular Force UAV capability is included in the amount requested for 
modularity. 
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96. Senator Liebeeman. General Cody, is the cost included in the $14.6 billion 
made available by the termination of Comanche? 

General Cody. Yes, funding made available by the termination of the Comanche 
program, combined with funding already associated with Army aviation programs 
and modularity have enabled us to restructure Army aviation. Costs for installation 
and infrastructure requirements created by Aviation restructuring are not covered 
by Comanche funding. These requirements are addressed by the Assistant Chief of 
Staff, Installation Management reprogramming and/or supplemental funding re- 
quests. 

97. Senator Liebeeman. General Cody, how much will aviation restructure cost 
and how much is funded in fiscal year 2006 and in the out-years? 

General Cody. The Army requested $3.8 billion for Aviation modernization in the 
fiscal year 2006 budget. The remaining $30.2 billion will be funded in the out-years. 
These costs includes rearch, development, and acquisition of aircraft and aircraft 
systems such as: aircraft survivability equipment, avionics, aviation missiles and 
rockets, and air traffic systems. It also includes operations and maintenance for ini- 
tial and advance flight training. 

98. Senator Liebeeman. General Cody, why does the aviation modernization plan 
fail to completely modernize the Apache fleet to the Longbow configuration, instead 
maintaining 117 of the old A model Apaches in the National Guard? 

General Cody. The current approved Army strategy will convert 284 AH-64 
Apach aircraft to AH-64D Block III configurations beginning in 2010. The intent of 
the Army is to bring all 597 Longbow aircraft up to Block III (which goes beyond 
the Program Objective Memorandum fiscal years 2007-2011 and into the extended 
planning period). The Army will continue to review future options and funding to 
address the potential upgrade of the remaining 117 AH-64As. 

99. Senator Liebeeman. General Cody, I understand the Army’s argument that 
the light utility helicopter is cheaper to acquire and cheaper to operate than a 
Blackhawk, but why is it not worth the additional cost to acquire more Blackhawks 
and avoid a separate low-density fleet of helicopters that the Army is not able to 
employ in a hostile air defense environment? 

General Cody. The Army is planning on procuring the LUH to replace the aging 
OH-58A/C and UH-1 fleets. The OH-68A/C and UH-1 aircraft are currently per- 
forming non-combat mission for the National Guard and TDA units within the Ac- 
tive component. The LUH will be a versatile, low cost aircraft capable of performing 
the missions that are currently conducted hy the OH-58 and UH-l aircraft. The 
procurement of the LUH will allow the Army to not only divest itself of aging air- 
craft, but it will also allow for the UH-60 aircraft currently conducting missions in 
IDA units to cascade to the combat units. The delta between the procurement and 
operating and sustainment cost of the LUH and the UH-60, as noted in the analysis 
of alternatives for the LUH, supports the acquisition of the LUH. 


EESET 

100. Senator Liebeeman. General Cody, the Army is spending billions of dollars 
to repair and replace equipment damaged or destroyed in Iraq as units rotate back 
to the U.S. and prepare for their next deployment in a process it calls “Reset.” The 
Army’s own “Stress on Equipment” study suggests that the Army is building up a 
backlog which in fiscal year 2005 alone is $7 billion to $13 billion. With equipment 
usage estimated in some cases as 10 times a normal year’s usage, the result may 
very well be a force with huge equipment problems for the future. Do you believe 
that the Army is adequately funded to repair and replace equipment at a rate that 
will maintain the Army’s combat readiness? 

General Cody. The Army has adequate funding in the President’s budget and the 
fiscal year 2005 supplemental request to meet critical reset requirements. 

101. Senator Liebeeman. General Cody, is the Army requesting adequate funding 
to replace all combat losses or losses of equipment deemed to be economically non- 
repairable? 

General Cody. The Army requested the executable amount of funding in the fiscal 
year 2005 supplemental to replace known losses as of the time of submission. Be- 
cause of supplemental timing considerations, losses have occurred since that time, 
which were not requested. In addition, the process of inspecting equipment after an 
incident to determine whether it is repairable is time consuming, so it is likely that 
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some losses which occurred prior to the submission were not included. The Army 
has received losses of specific items, such as the OH-58D helicopter, which are no 
longer in production. The replement for the OH-58D, the Armed Reconnaissance 
Helicopter, will not begin fielding until fiscal year 2006, and therefore funding for 
these items was not requested either. 

102. Senator Lieberman. General Cody, is the Army requesting adequate funding 
to reconstitute Army pre-positioned equipment stocks? 

General Cody. The Army requested and received funding in fiscal year 2005 to 
execute limited Army prepositioned stocks (APS) reset. Fiscal year 2006 executable 
requirements are being developed and will be submitted as part of the fiscal year 
2006 supplemental request. These requirements are being shaped by ongoing ac- 
tions in support of Operation Iraqi Freedom and the APS strategy which is pending 
Army approval. The Army will continue to refine APS requirements for the out 
years, ensuring that funding requests are adequate and cover all items for return 
to APS and the developing APS strategy. 

103. Senator Lieberman. General Cody, how big is the fiscal year 2005 backlog 
and is it growing? 

General Cody. A backlog of requirements for repair is growing primarily because 
equipment is in use and cannot be removed for higher level repair. Equipment 
usage has prevented the Army from removing some equipment from theater, such 
as vehicles with add-on armor. Much of this equipment will be in need of replace- 
ment, overhaul, or recapitalization when hostilities end. This includes our 
prepositioned stocks the equipment units have left behind in theater for use by fol- 
low on units. In addition, the Army sees the need to recapitalize a number of sys- 
tems, but the equipment is with units that are training to return to theater. The 
exact size of the backlog is difficult to determine and its growth will be dependent 
on the length of future operational requirements. The Army estimates it will take 
2 years following the end of hostilities to fully repair and replace all necessary 
equipment. 


END STRENGTH 

104. Senator Lieberman. General Cody, the Army is planning for an Active-Duty 
end strength for fiscal year 2006 of 512,400 soldiers, with 482,400 funded in the de- 
fense budget and the rest funded through supplemental appropriations. Are you at 
all concerned that the Army will not be able to draw down that number through 
military to civilian conversions and other “efficiencies” and that the increase may 
have to be permanent? 

General Cody. Senator Lieberman, the answer to your question is no. The Na- 
tional Defense Authorization Act for Fiscal Year 2005 allows for an active Army per- 
manent strength of 502,400 and allows for 512,400 through fiscal year 2009. This 
flexibility will allow the active Army to restructure while supporting the global war 
on terrorism. The Army believes that future operational requirements and the ongo- 
ing Quadrennial Defense Review will help DOD determine if Service strength levels 
are adequate. Additionally, Army leadership will review Active component strength 
requirements in late 2006 and make any necessary recommendations to Office of the 
Secretary of Defense and Congress. 

105. Senator Lieberman. General Cody, what do you think the permanent Active- 
Duty Army end strength should be to support your vision of a restructured Army, 
and to allow for less reliance on Reserve Forces? 

General Cody. The Army needs a temporary increase of at least 30,000 (512,400) 
soldiers to transform while supporting the global war on terrorism. This figure as- 
sumes continued and predictable access to Reserve component forces at no more 
than 1 year deployed every 6 years. A permanent Active-Duty end strength will be 
based upon the defense strategy, combatant commanders force requirements, and 
other factors. Provided that the overall force requirements do not increase signifi- 
cantly, the Army will rely less on Reserve component forces after our current re- 
structuring efforts are completed. 


MOBILIZATION POLICY — ARMY 

106. Senator Lieberman. General Cody, troops are being mobilized for duty in 
Iraq and Afghanistan under “Partial Mobilization Authority” (10 U.S.C. 12302a), 
which authorizes members of the Reserve component to be ordered to Active-Duty 
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for not more than 24 consecutive months. Although a literal interpretation of this 
statute would allow multiple mobilizations of up to 24 consecutive months each, the 
Department of Defense has, by policy, limited the cumulative time on Active-Duty 
under this authority to 24 months. This limits most members of the Guard and Re- 
serves who have served in Iraq to one mobilization, as the 12 months “boots on the 
ground” policy plus mobilization, train-up, and demobilization consume 16 to 18 
months of the 24 cumulative months allowed under the current DOD policy. Senior 
Army leaders have been quoted as saying DOD needs to change this policy because 
the Army is running out of Reserve members who have enough time left on the 24- 
month mobilization clock to serve another tour. They contend that the Army will 
not have sufficient forces to man the next planned troop rotation in Iraq and Af- 
ghanistan beginning this fall. Deputy Under Secretary of Defense Abell told this 
committee that the Secretary of Defense does not intend to change this policy. What 
are your views on DOD’s policy of limiting involuntary mobilization of members of 
the Reserve components to 24 cumulative months? 

General Cody. The Army leadership is in consonance with the DOD policy on 24 
months cumulative service. At the present time, we believe the 24 cumulative 
months serves the best interest of the Reserve component soldiers, their families 
and employers, and that their involuntary contribution to the global war on ter- 
rorism should remain as limited. With that said, we are planning to employ a force 
generation model to meet ongoing and future global commitments which is predi- 
cated on early and continued access to our Reserve component units. Without as- 
sured and predictable access to trained Reserve component units, not just individ- 
uals, we may have to revisit the current mobilization authority and associated poli- 
cies or consider increasing the number of active Army units their deployment 
lengths and or shorter dwell periods between deployments. 

107. Senator Lieberman. General Cody, what would be the impact on the next 
planned troop rotation into Iraq and Afghanistan if the policy remains in place? 

General Cody. The Joint Staff, in conjunction with U.S. Central Command and 
the Services, has identified the capabilities required to deploy to the next rotations 
in Iraq and Afghanistan (OIF/OEF 05-07). The Army will be able to source its 
reguired units/capabilities for these rotations in accordance with the existing DOD 
Reserve component mobilization policies. 

108. Senator Lieberman. General Cody, what would be the impact on the Army’s 
force generation construct for the Reserve Forces? 

General Cody. As the Army refines the Army Force Generation (ARFORGEN) 
concept, the Reserve component presents the greatest challenge. The Army accepted 
risk when it placed the bulk of the combat CS and CSS units within its Reserve 
component force structure. The evolving nature of stabilization and re-construction 
operations has created a higher utilization rate for CS/CSS units than anticipated; 
a rate even greater than combat arms units. Because this utilization rate varies 
among unit types and capabilities, it has become a critical issue for the RC since 
it makes resource allocation and management more complex and sensitive. Rebal- 
ancing of CS/CSS assets within the Reserve component is necessary; however, an 
even greater challenge is creating a balanced CS/CSS mix among all three compo- 
nents. 

The Reserve component requires a force generation model that will manage their 
force capabilities in time cycles. To optimize the entire force, the major tenets of 
ARFORGEN must: (1) provide of a set of capabilities (Active component/Reserve 
component mix) based upon cyclic readiness across a synchronized time span; (2) as- 
sume Presidential Reserve call up of 9-month mobilization authority and 6 to 7 
months operational employment as steady-state; (3) provide for a surge capability 
when required; (4) provide predictability for soldiers, families, employers, and com- 
batant commanders; (5) build rotational depth; and (6) achieve flexibility in force 
management for operational and institutional capabilities. 

An ARFORGEN construct based upon these tenets will enable the Army to rebal- 
ance its Reserve component forces to change types, numbers, and size as it 
modularizes within end strength limitations. 


FUTURE COMBAT SYSTEM 

109. Senator Lieberman. General Cody, the Army’s FCS program was recently 
adjusted to delay the fielding of the manned ground systems by 4 years to 2014 
while adding over $6 billion to the program to accelerate the network and certain 
other technologies for spiraling to the current force. Do you believe that you will 
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be able to maintain the FCS development schedule given the pressures on the Army 
budget for modularity and reset? 

General Cody. Essentially yes. See responses to #62 and #66. 

110. Senator Lieberman. General Cody, are the costs of the three planned tech- 
nology spirals to the current force and are the costs of the experimentation and test- 
ing that will he undertaken hy the experimental brigade comhat team included in 
the FCS program or will they be in some other program element in future budget 
requests? 

General Cody. At this point in time, these costs reside within the FCS program. 
The Army is still determining how these costs will be funded in future budget re- 
quests. 

111. Senator Lieberman. General Cody, what are the estimated costs for the tech- 
nology spirals and for experimentation and testing between now and the initial 
operational capability of the FCS? 

General Cody. The total estimated RDT&E costs for Spin Outs between now and 
IOC is $1,272 million total year dollars, which includes both A-kit and B-kit devel- 
opment for both PCS and associated programs. Of the $1,272 million, $595 total 
year dollars is allocated for experimentation and testing. 

112. Senator Lieberman. General Cody, should budget pressures force you to 
make a choice, what are your priorities among modularity, reset, and FCS? 

General Cody. The strategic goal of the Army is to remain relevant and ready 
by providing the joint force and combatant commanders with essential capabilities 
to dominate across the full range of current and future military operations. Reset- 
ting our forces from ongoing military operations, the transition to the Army Modular 
Force, and the Future Combat System are all critical components of this goal. If 
forced by budget pressures, we would make a difficult decision as to how best to 
balance select components among these three critical programs by assessing the ca- 
pabilities needed to support the combatant commanders’ requirements. 


protections not included in the agreement 

113. Senator Lieberman. Mr. Boehm and Dr. Graham, I would like to understand 
what significant contractual provisions would apply to a traditional contract, but do 
not apply to the FCS program, because of the Army’s decision to use OTA. Could 
you give us a description of what these provisions are and what protection they 
would provide to the government and the teixpayer? 

Mr. Boehm. It is important to appreciate that the use of an OTA as an agreement 
for a Defense Department acquisition instead of a traditional contract has the effect 
of stripping out virtually all major statutory protections for the government which 
apply to traditional contracts. Those protections may then be added to the OTA by 
incorporating the missing statutes or including some version of the protections, 
though typically with weaker language. 

My testimony included a very detailed listing of statutes not applicable to OTAs 
in general and those missing from the FCS OTA specifically. Two important statutes 
missing from the FCS OTA are the Program Integrity Act and the Truth in Negotia- 
tions Act. The Program Integrity Act imposes standards to deter and punish con- 
flicts of interest. Given the major ethical problems in this area by Boeing, the FCS 
program’s lead system integrator, it is incredible that this standard statutory provi- 
sion was not made applicable to the FCS OTA. The Truth in Negotiations Act 
(TINA) was also not made a part of the FCS OTA. This law applies to virtually 
every standard Defense Department acquisition contract. TINA requires defense 
contractors to disclose to the Defense Department accurate price and cost informa- 
tion in order to deter overbilling, a problem which has plagued Defense Department 
acquisitions in the past. There is absolutely nothing in the public record of the FCS 
program that even remotely would justify giving the FCS defense contractors an ex- 
emption from their legal duty to provide accurate pricing and cost information. 

Dr. Graham. Congress established OTA for research, development, and proto- 
typing activities in order to permit government agencies to more readily do business 
with innovative suppliers outside of the traditional defense industrial base. OTA 
provides flexibility for the government and supplier to negotiate tailored agreement 
(contract) forms and clauses (terms and conditions) that are not governed by those 
Federal acquisition laws and regulations that apply to contracts, grants, or coopera- 
tive agreements. 
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The IDA review found that the Army employed OTA authority very conserv- 
atively, incorporating numerous standard FAR provisions. The top half of the accom- 
panying Table summarizes selected provisions dealing with such key issues as can- 
cellation, dispute resolution, cost management and reporting, change control, and 
data rights.^ This agreement makes extensive use of standard government contrac- 
tual terms and-conditions. Some provisions are taken verbatim from the FAR; oth- 
ers have been modified after negotiation between the government and Boeing. (By 
contrast, the earlier CTD-phase agreement includes no FAR clauses and incor- 
porated none by reference.) 

The form of the Army-Boeing agreement at least in part reflects the fact that Boe- 
ing Integrated Defense Systems is an experienced defense contractor. Unlike the 
nontraditional or commercial firms that OT authority was created to address, 
Boeing’s defense business operations are adapted to a FAR-based style of con- 
tracting; Boeing management, at least in its defense business, apparently considers 
the FAR framework to be a “best practice.” 

Table 3 also summarizes the flow-down provisions for the Tier 1 subcontractors. 
While the OTA gave Boeing the flexibility to adopt innovative contractual forms, 
Boeing officials told the study team that they followed government contracting prac- 
tices because these were well-understood by the participants — predominantly large, 
traditional defense contractors. The “nontraditional” suppliers are iRobot from Bur- 
lington, MA ($25.2 million) and Austin Information Systems from Austin, TX ($66.6 
million). Although there eventually may be others at the lower tiers, for now, the 
$14.78 billion is being shared almost entirely by defense industry giants. 

A review of the subcontracts awarded by Boeing and SAIC to Tier 1 subcontrac- 
tors shows that those subcontracts largely follow the conventions of traditional de- 
fense contracts, including format. Boeing terms and conditions come from a stand- 
ard list, are accessible through their web site, and are generally of the same scope, 
complexity, and breadth of coverage as the FAR system.® 

The lower half of the Table identifies some of the provisions that provide flexi- 
bility for managing the FCS program. The Army-Boeing agreement provides addi- 
tional flexibility through the creation of the Integrated Product Team (IPT) struc- 
ture, the specification definition process, and the subcontracting system employed. 
These features will be discussed when we address the execution of the program. 


"^The FCS agreement was shaped through Army-Boeing negotiations. Initial Army drafts in- 
cluded over 120 FAE/DFARS clauses. Incorporated by reference within the Army-Boeing agree- 
ment are 24 FAR clauses and 16 DFARS clauses. Additionally, a review of the agreement 
clauses themselves shows that local clauses relate to the subject matter of 63 additional terms 
and conditions that would be required to be included as clauses within a cost reimbursement 
research and development FAR contract. See FCS Other Transaction Agreement, Information 
Briefing, Use of FAR/DFARS Clauses in FCS Other Transaction Agreement for System Develop- 
ment and Demonstration, dated 25 April 2003. 

®The subcontracts follow the format of FAR 15.204—1. Moreover, Boeing uses standard con- 
tract terms and conditions, which incorporate by reference numerous FAR and DFARS clauses. 
The subcontracts incorporate by reference the FAR and DFARS provisions and clauses incor- 
porated by reference within the OTA, and also take account of others not included (e.g., FAR 
52.246-15 Certificate of Conformance, 52.247-34 F.O.B. Destination, 52.245-17 Special Tooling). 
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Table: Selected Provisions of the PCS Agreement 


Protection of Parties’ 
Interests 

OTA Articles/Clauses 

Flow- 

down? 

Teiminalion 

FAR 52J46-6TeiiniiiaDon(CostReitiibutsement)(‘)/96) incorporated by icfcre nee 

Yes 

Dispute Resolution 

7AC0M PKndpal Asaaam for Comracdtig (PARC) the final audio rity — Boeing 
can seek redress in court of competent jurisdictioa after final decision. 

Different 

Procedures 

Allowable Costs 

FAR 52.216-7 (Allowable Cost and Payment) and 52.216 -8 (Fixed Fee) 

Incotpmted by Reieicnee 

Yes 

Cost Accounting and Audits 

Option to use FAR cost acoounting standards or generally accepte d accounting 
principles (GAAP)— locally crafted 

Govemmeiu access (7 ACOM/CompCien) for audits 

52.230-2 Cost 
Accuimting Slatidards 
IBR 

dumges 

FAR S2.242 -IS (Stop Work Or.fcr Alt 1 ) & 52.243 -7 (Notification of changes ) 

IBR— Nonnally bilateral. 

52.242- 15 IBR 

52.243- 7 IBR SAIC 
Only 

Data Rights 

FAR 52.227-12 IBR— Various Rights to the Govenimeni 

52.227-12 IBR 

Management Flexibility 



Flexible “Requirements” 

ORD and O&O are Reference Documents 

^ci lie specifications shaped through trade study process 

Trade studies dc tine coniractual deliverables 

Subcontracis Specify 

commodity 

deliverables 

Government-Industry Collaboration 

IPT and decision-making structure oullined in the OTA — "One Team” approach 
with GovemmeDn'Boeing Leads/Co -Leads 

"One Team" does not 
flow-down — standard 

Subs 

Subcontracting terms and conditions 

OTA requires flow -down of certain clauses dependent upon value of subcontract — 
FAR clauses IBR do so also. 

Boeing T&Cs 
standardized — IBR 
many FAR clauses 

Production Planning 

OTAlBRFAR&DFARSProductioQCIauses Boeing identified as follow-on 
production LSI 

Yes — Production 

FAR & DFARS 

Clauses IBR 


* IBR = This provision is incorporated by reference in the Amiy-Boeing agreement. 
T&C = Terms and Conditions 


114. Senator Lieberman. Secretary Bolton, what steps have you taken to try to 
protect the government and the teixpayer in this agreement, in the absence of the 
traditional contract provisions that are not included in the agreement? 

Mr. Bolton. The OTA does include a number of FAR and DFARS clauses; the 
OTA also includes a number of narrative articles which have the function of terms 
and conditions: many of these articles represent tailored FAR or DFARS clauses, es- 
sentially covering the required provisions found in a FAR based contract as applica- 
ble in this situation. We have, however, approached the LSI about incorporation of 
the PIA, TINA, and CAS FAR clauses into the OTA and believe we can do this with 
minimum impact to schedule, and moderate impact with respect to the cost of per- 
formance. 

115. Senator Lieberman. Mr. Francis, Dr. Graham, and Mr. Boehm, what are 
your comments on the effectiveness of these steps? 

Mr. Francis. GAO has not yet conducted a thorough analysis of the rationale and 
alternative mechanisms that the Army inserted into the OTA in lieu of the tradi- 
tional FAR protections. While the Army did inform GAO that certain provisions, 
such as the Truth in Negotiations Act, were excluded because of time and resource 
constraints, they did not provide an explanation of how they maintained protections 
that those provisions were intended to provide. It is important to note that the 
Army recently decided to convert the agreement to a traditional FAR contract. 

Dr. Graham. The Army-Boeing agreement, although based on Other Transactions 
Authority, incorporates numerous standard defense contracting clauses, including 
termination rights, disputes resolution, cost accounting, and auditing, that are com- 
monly viewed as protecting the government’s interests. The IDA review concluded 
that the Army’s and Boeing’s conservative approach in creating this agreement ef- 
fectively addressed concerns that the use of an agreement based on OT authority 
has created special risks for the FCS program. Our recommendations addressed 
many other challenges to the program that we felt posed substantially greater risks 
to the program than were created by the contractual instrument. 

Mr. Boehm. The FCS OTA included very little in the way of legal protections for 
the government in lieu of the statutory protections typically found in standard ac- 
quisition contracts. The net effect is that the ability of the government to have ade- 
quate oversight over this extremely risky program was neutered. By eliminating re- 
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quirements for accurate pricing, strong standards against conflicts of interest, 
standard legal tools for the government in contract disputes, and a host of standard 
auditing and accounting requirements, a very ambitious program was set up for fu- 
ture failure. Several months of analysis by NLPC confirmed that OTA language con- 
tained in place of the standard legal protections found in Defense Department con- 
tracts almost all provided much weaker protections for the government’s interests. 


ROLE OF NONTRADITIONAL CONTRACTORS 

116. Mr. Francis, one of the reasons that has been given for using OTA on this 
program is the presence of two non-traditional contractors. We have built numerous 
waivers and exceptions into the traditional contracting system over the last decade 
to address exactly this issue. In your view, does the traditional contracting system 
give the Army the flexibility needed to do business with a nontraditional subcon- 
tractor on a program like this? 

Mr. Francis. While the Army has some flexibility to waive a number of FAR re- 
quirements on a case-by-case basis, including for nontraditional defense contractors 
under certain circumstances, it is difficult to tell if such waivers would be sufficient 
to lure nontraditional defense contractors to do business with the Army. The Army’s 
recent decision to execute FCS under a FAR contract suggests it believes it can pro- 
vide the needed flexibility to do business with nontraditional firms. 


IMPACT OF TERMINATING THE EXISTING AGREEMENT 

117. Senator Lieberman. Secretary Bolton, if Congress were to require you to ter- 
minate the existing agreement and proceed with the program under a traditional 
contract, what impact would that have on your cost and schedule? 

Mr. Bolton. If the existing agreement were terminated, the LSI would be entitled 
to those allowable costs associated with any administrative closeout activity (but 
such costs could not be greater than current funding obligated to date); and those 
costs covered by the “termination” article of the OTA. We would expect to be able 
to overcome most if not all of the costs envisioned by the OTA’s termination article; 
however, since under this scenario the ending of the OTA would merely represent 
the passage of the program to a successor instrument, rather than a total cessation 
of work. That is, we would try to mitigate all cost and schedule impacts by doing 
some type of conversion of the OTA to a FAR based contract, understanding that 
this would take an appropriate amount of time to plan, execute, and complete. 

118. Senator Lieberman. Mr. Francis, Dr. Graham, and Mr. Boehm, if Congress 
were to require Secretary Bolton to terminate the existing agreement and proceed 
with the program under a traditional contract potentially impacting the cost and 
schedule, what are your comments on this issue? 

Mr. Francis. The Army recently decided to convert the existing agreement to a 
traditional FAR contract. At this point, it is not yet clear how long and costly the 
conversion process will be. 

Dr. Graham. This issue was not addressed by the IDA study. 

Mr. Boehm. Any costs associated with making the FCS program subject to the 
level of oversight found in standard Defense Department acquisition contracts pale 
next to the costs of continuing such a major program with an OTA designed for 
small research projects which minimizes oversight and accountability. 


Questions Submitted by Senator Daniel K. Akaka 

high-risk of BOEING 

119. Senator Akaka. Secretary Bolton, in recent months, Boeing Corporation has 
been at the center of major business and personal scandals. Ms. Darleen Druyun 
is serving time in a Federal prison and former Chief Executive Officer (CEO) Mi- 
chael Sears will be very soon. Additionally, at the request of Mr. Michael Wynne, 
a special team studied additional contracts that Ms. Druyun had been involved 
with, identifying additional programs that would require further study. Further- 
more, a recent study by the Project on Government Oversight, a well-respected 
watchdog group, determined that Boeing “committed 50 acts of misconduct and paid 
$378.9 million in fines and penalties between 1990 and 2003.” Do you believe that 
the Army is accepting an inordinately high level of risk by using Boeing Corporation 
as the LSI for the FCS, a program that is very complex, has already been modified 
to add $6.4 billion to the cost of the program, and the time line for this “system 
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of systems” has been extended? If you do not feel that this is a “high risk” process, 
what measures do you have in place to ensure that it stays on track? 

Mr. Bolton. We have successfully utilized specific conflict of interest provisions, 
“Firewall” provisions, to ensure that the LSI and the other subcontractors (one-team 
partners) maintain appropriate control of all sensitive data to avoid potential con- 
flicts of interest. This risk mitigation action was successfully demonstrated during 
the LSTs source selection process wherein a number of highly competitive major 
subcontracts were evaluated and awarded in a short period of time without any in- 
dustry protest. One letter of concern was received but that was withdrawn within 
48 hours. 


FUTURE COMBAT SYSTEMS 

120. Senator Akaka. Secretary Bolton, the FCS was awarded an OTA rather than 
FAR Part 12 contract and Boeing Corporation is the LSI. Would it be more efficient 
and less likely to lend itself to fraud and abuse if the Department of Defense used 
its internal resources, such as its own systems integrators, to manage this program? 

Mr. Bolton. By “internal resources,” assuming you mean using the existing Army 
Program Management Offices and PEOs. We considered this traditional approach 
but determined that given the aggressive program schedule and the complexity of 
the development and integration of essentially 18 ACAT 1 programs tied to a large 
number of complementary programs including Air Force, Navy, USMC and other 
government agency programs, the LSI approach represented the most efficient use 
of resources to accomplish the task. 

121. Senator Akaka. Secretary Bolton, both the GAO and the National Legal and 
Policy Center have indicated that if there are any significant production slippages 
or cost increases for FCS, the Army will be hard pressed to allocate funds within 
the Department of the Army because the FCS program “so dominates the Army’s 
investment budget for years to come.” What processes does the Department of the 
Army have in place to cover any cost overruns that might occur without receiving 
additional funds from Congress? 

Mr. Bolton. The FCS program has implemented an aggressive Cost as an Inde- 
pendent Variable (CATV) process which has several components, to include the set- 
ting of specific cost targets for each acquisition phase of the program. The objective 
of the CAIV process and an incentive arrangement is to prevent cost overruns from 
occurring. Understanding that there are often influences outside the direct control 
of the program that may drive costs over the established targets, the Army is pre- 
pared to make the difficult decisions required to ensure program affordability. These 
decisions will be made at the appropriate times and will be based on analytical as- 
sessments. Both this flexibility and the willingness to make difficult decisions were 
demonstrated during the recent program restructuring when a number of significant 
changes were made to the program without receiving additional funds from Con- 
gress. 


WOMEN IN COMBAT SUPPORT UNITS 

122. Senator Akaka. General Cody, it was recently reported in the press that the 
Department of the Army is drafting new language pertaining to women in combat 
support units. Currently the Army’s policy bars women from combat support units. 
Under the Army’s modularity structure, it is my understanding that in order for 
there to be enough soldiers to fill the new structure, this new language may allow 
women to be in Forward Support Companies (FSCs) that are collocated with units 
conducting an assigned direct ground combat mission. Please explain how this is in 
compliance with the current Army policy that says mixed-sex units are prohibited 
from embedding or collocating with land combat units. 

General Cody. The Army is not drafting new language pertaining to women in 
combat service support units. The Army’s policy does not bar women from being as- 
signed to combat support units. Women in the Army are assigned in accordance 
with Army Regulation (AR) 600-13, Army Policy for the Assignment of Female Sol- 
diers. This policy implements the 1994 Department of Defense Direct Ground Com- 
bat Definition and Assignment Rule policy memorandum. In January 2005, the Sec- 
retary of the Army reviewed all personnel policies, with emphasis on the policy of 
how the Army assigns women Soldiers. The new Brigade Combat Team, unit of ac- 
tion, which is currently being established as a part of Army Transformation, re- 
mains consistent with personnel assignment policies. As a result of these studies, 
women may be assigned to units called Forward Support Companies (FSCs), which 
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provide supply, maintenance, and field feeding support to units performing direct 
ground combat. 

The FSC is the cornerstone of the distribution-based logistics system and has a 
mission that emphasizes support and maintain as far forward as possible. However, 
the FSC does not have a mission of direct ground combat, nor does it have a mission 
to routinely collocate with its supported combined arms battalion. It is organized to 
meet the needs of the combined arms battalion under the assignment of the Brigade 
Support Battalion (BSB). Both the FSC and the task force commander must ensure 
that the FSC is tightly integrated into the task force’s operations in garrison, in 
training, and when deployed. The current structure of the logistical support for the 
BCT continues the focus of our Force XXI concepts. 

Women comprise 14.5 percent of our Active Force, 23.4 percent of our Reserve 
Force and 12.7 percent of our National Guard; they are also representing 10 percent 
of the force in OEF/OIF. The Army has 9,400 women in the area of operations. They 
are performing in an outstanding manner given the complexity and ambiguity of a 
non-linear, insurgent driven battlefield. Their performance throughout both OIF and 
OFF has heen exemplified by heroics such as one of our airborne officers being 
awarded the Bronze Star with valor device for her command leadership during an 
attack on her military police convoy, to a Civil Affairs specialist being awarded a 
Purple Heart for the injury she suffered while defending herself and her comrades 
in Najaf, Iraq, to a specialist who assisted in the capture of General Husam Moham- 
med Amin one night as she stood guard. 


RESTRUCTURING FUTURE COMBAT SYSTEMS 

123. Senator Akaka. General Cody, the FCS is well into its second year of execu- 
tion. It recently underwent a restructure to reduce risk and to field a fully-capable 
unit of action in 2014 instead of in 2010. The fiscal year 2006 budget was reduced 
significantly from what was projected last year. Does this restructure signal prob- 
lems with the program and what are the benefits of this restructuring? 

General Cody. No, the restructure does not signal problems with the program. In 
fact, the FCS program was generally performing within its cost and schedule per- 
formance metrics prior to the restructure. The benefits of the restructure are two- 
fold. First, it reduces developmental risk by allowing more time for technology mat- 
uration and the inclusion of additional experimentation. More importantly, the re- 
structure allows for the Spiraling (PM VA terminology is now Spin) out of selected 
FCS technologies to the current force. In essence, this brings some of the FCS capa- 
bilities to the Army sooner than originally planned. The fact that the Army has 
elected to accelerate some aspects of the FCS program is more due to the success 
of the program than problems with it. 

124. Senator Akaka. General Cody, in your prepared statement for this sub- 
committee, you indicated that “risk associated with the maturation of technologies 
(of FCS) contributed to the Army’s decision last summer to restructure the FCS pro- 
gram and extend it by 4 years.” Should another restructuring of the FCS program 
be required, can you tell how you plan to ensure proper oversight of the program 
with Boeing Corporation as the LSI? 

General Cody. Government oversight of EVM performance is effectively three di- 
mensional. The first dimension consists of Integrated Baseline Review (IBR) Proc- 
ess. The second dimension is the collaborative analysis process. The third dimension 
is the use of the EVM information by the program, DA, OSD, and congressional 
staff management. 

a. The IBR Process ensures the integrity of the SDD Performance Measurement 
Baseline. The IBR Process began in October 2003 with an in-depth review of the 
IPT schedules, and continued through May 2004 conducting discussions with 99 LSI 
Control Account Managers. Subsequently, the IBR continued with seven partner 
IBRs until the announcement to restructure the FCS program in July 2004. 

Since the announcement of the program restructure, the program has laid in the 
new Performance Measurement Baseline (PMB) in a phased implementation rep- 
resenting the new technical approach. The phased PMB implementation will cul- 
minate in May 2005 with the laying in of planning packages for the entire program 
through program completion, with subsequent detail planning in June 2005 through 
the Initial Program Design Review in June 2006. Detail planning will continue in 
agreement with the rolling wave concept throughout the SDD effort. 

The IBR process will then continue in July 2005, with in-depth schedule reviews 
of the One Team program frameworks and IPTs. The program level schedule review 
will take place in August 2005 to ensure full horizontal and vertical integration. The 
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LSI CAM discussions will take place in September 2005 to review full cost, sched- 
ule, and technical integration given due consideration to program risk. The IBR 
process will then focus on the partners in the October through December 2005 time- 
frame. The program’s IBR process will continue throughout the SDD effort as re- 
quired reviewing future areas of concern to ensure the integrity of the PMB is main- 
tained. 

b. Each month, the Program’s Earned Value Management Working Group (tri- 
managed and staffed by the Army’s PM Office, the LSI, and DCMA) collahorative 
review the earned value cost and schedule data, it’s resulting variances, and the 
root causes/corrective actions to the variances. This EVM data is aligned to the con- 
gressionally directed funding “buckets” for the program. The EVM data is then con- 
solidated into an analysis package that is used to provide EVM information to the 
Program Office’s management, DA, OSD, and congressional staff. 

c. The “oversight process” cyclically provides the EVM information that is a col- 
laboratively analyzed product to (1) the PM each month via a face-to-face meeting 
with the PM’s EVM practitioners, (2) DA staff via the monthly Senior Army Leader- 
ship Acquisition Program Review, (3) the Integrating Integrated Product/Process 
Team (IIPT) each month (the IIPT is populated by key DA and OSD principals), (4) 
OSD staff via inclusion of key EVM facts in the Defense Acquisition Executive Sum- 
mary (DABS), and (5) the professional staff of each of the four defense oversight 
committees each quarter. 

[Whereupon, at 11:09 a.m., the subcommittee adjourned.] 
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SR-232A, Russell Senate Office Building, Senator John McCain 
(chairman of the subcommittee) presiding. 

Committee members present: Senators McCain, Chambliss, and 
Lieberman. 

Majority staff members present: Ambrose R. Hock, professional 
staff member; Gregory T. Kiley, professional staff member; Thomas 
L. MacKenzie, professional staff member; and Stanley R. O’Connor, 
Jr., professional staff member. 

Minority staff member present: Creighton Greene, professional 
staff member. 

Staff assistants present: Alison E. Brill, Benjamin L. Rubin, and 
Nicholas W. West. 

Committee members’ assistants present: Christopher J. Paul, as- 
sistant to Senator McCain; Clyde A. Taylor IV, assistant to Senator 
Chambliss; and Frederick M. Downey, assistant to Senator 
Lieberman. 

OPENING STATEMENT OF SENATOR JOHN McCAIN, CHAIRMAN 

Senator McCain. Good afternoon. The Senate is presently having 
a vote, and I’m sure that other members of the committee will be 
arriving, but I thought I’d better get the hearing started since we 
have a number of witnesses today. 

Today, the Airland Subcommittee meets to receive testimony 
from two distinguished panels of witnesses on those aviation pro- 
grams which the subcommittee has oversight responsibility. I’d like 
to thank the witnesses for appearing before the subcommittee 
today as we fulfill our oversight function. We will draw upon your 
expertise and insight to gain a better understanding of the various 
challenges and opportunities that are before us. 

We’ll have two panels in today’s hearing. The first panel will be 
comprised of Mr. Bolkcom, Mr. Sullivan, and Mr. Schmitz, who will 
share their views on the current and projected operational environ- 

( 473 ) 
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ment program management and acquisition strategy. The second 
panel will be comprised of the Honorable Michael Wynne, the Hon- 
orable John Young, Vice Admiral Joseph Sestak, Major General 
Stanley Gorenc, and Brigadier General Martin Post, all out- 
standing leaders within the Defense Department, who will address 
the work they are performing to equip the warfighter. 

Tactical aircraft from the Air Force, Navy, and Marine Corps 
have delivered a spectacular performance in Operations Enduring 
Freedom (OEF) and Iraqi Freedom (OIF). The accuracy and reli- 
ability of our precision-guided weapons instills confidence in our 
ground forces and strikes fear in the hearts of our enemies. Where 
once we considered how many aircraft would be required to destroy 
a target, it’s now how many targets can be destroyed by a single 
aircraft. The flexibility afforded by advancements in precision- 
weapons development and tactical platforms, platforms that are in- 
creasingly more capable, reliable, and maintainable, will have pro- 
found effects on the force structure we field in the future. 

I want to extend our sincere appreciation to the brave men and 
women who have flown these missions, and to all those who sup- 
port them, not only in the field, but also in our systems commands, 
our program offices, our aviation depots, and industry. 

We must ensure that we remain vigilant in our efforts to main- 
tain our advantage in tactical aviation. To do so requires an accu- 
rate assessment of our current and projected operating environ- 
ment. There are a number of studies and work in the Quadrennial 
Defense Review (QDR) underway to assist us in this effort. It’s im- 
portant that we align our limited resources to procure the capabili- 
ties that we truly need. 

The F/A-22 has recently completed its initial operational test 
and evaluation. Its operational effectiveness is unmatched by any 
fighter in the world. More work needs to be done to make it oper- 
ationally suitable. The Committee will also be interested to hear 
what the service is doing to correct those deficiencies. The Joint 
Strike Fighter has made progress. The subcommittee is also inter- 
ested in how the Air Force and Marine Corps will meet their tac- 
tical airlift and aerial refueler requirements should termination of 
the C-130 occur. Additionally, the subcommittee views with con- 
cern the Air Force’s plan to retire 49 KC-135E aerial refueler air- 
craft, presupposing the outcome of the mobility capability study 
and analysis alternatives for tanker aircraft. 

Once again, thank you for your service to our country. I want to 
thank Senator Lieberman for his work as the ranking member. I 
want to thank all of our witnesses, and we’ll begin with Mr. Sul- 
livan. 

[The following information has been inserted for the record by 
Senator McCain:] 
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INTRODUCTION 

The Pentagon called for the cancellation of the U.S. Air Force’s C-130J transport aircraft 
procurement contract in a December 23, 2004, internal memo signed by Deputy Secretary of Defense 
Paul Wolfowitz. (Appendix A) This move by the Pentagon to cut its losses on the overpriced, 
unneeded, and problem-plagued C-130J, would allow nearly $5 billion in funding to be directed to 
other program areas, such as properly equipping the nation’s fighting men and women. 

Unfortunately, the C- 1 30J supporters almost immediately began a disinformation campaign 
in response to the Wolfowitz memo. A group of U.S. Senators, motivated by parochial interests and 
those of a powerful defense contractor, (Appendix B) rushed off a letter to President Bush asking that 
he overrule the Secretary of Defense and put the money for the C- 1 30J back in the 2006 fiscal year 
budget. (Appendix C) Desperate supporters ofthe C-1 301 have been claiming it will cost the taxpayers 
up to $2 billion ' to terminate the contract “at the convenience” of the government, when in fact, the 
cancellation cost ceiling specified in the contract is less than one quarter of that amount. (Appendix 
D) Lockheed Martin wants all the benefits of both commercial and traditional procurement with none 
of the risk. They want the benefits of commercial acquisition by keeping government auditors at arm’s 
length, and the benefits of traditional contracting by coming hat-in-hand when the customer, in this 
case the government, walks away. Due to the deficiencies in the design and procurement of the 
aircraft, the government would be justified in cancelling the program for cause, avoiding paying any 
cancellation fee. 

In their letter to the president, the Senators lumped the “J” model with the older tried-and-true 
versions of the C-130. The older models of the C-130 Hercules enjoy an excellent reputation as 
dependable workhorses, but the new “J” has instead become a legend in the acquisition community 
as an example of bad weapons development and procurement contracting. 

These two aircraft, sharing the same name, could hardly be more different. The “J” model may 
look like its predecessor, but is actually a different aircraft - with 70 percent of its features being 
unique. In fact, the old C- I30s and the newer C-130Js are so different “pilots cannot be qualified on 
both aircraft, which causes additional financial and personnel burden on units that must operate both 
aircraft.”^ 

The Air Force has fueled the debate by temporarily grounding 30 of its older C-130 “E” 
models and restricting the flights of 60 other C-130s, claiming they had developed cracks near their 
wings.’ The fact that this development came at the same time the “J” model was being threatened with 
cancellation is highly suspect, reminiscent of an eleventh-hour claim last year that the Air Force’s 
existing tanker fleet had serious corrosion problems as a ploy to lease 1 00 new tankers. That claim was 


‘ Inside the Air Force, “Senior USAF Officer; C-130J Termination Costs Could Exceed 
$2 Billion,” March 14, 2005. 

’ Audit Report, Acquisition: Contracting for and Performance of the C-1 30J Aircraft, 
Department of Defense Office of Inspector General, Report No. D-2004-102, July 23, 2004, p. 
10 . 

’ “Air Force Finds Cracks, Grounds C-130E,” United Press International, February 1 1, 

2005, 
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later refuted as an exaggeration in a Defense Science Board task force study that concluded the 
corrosion of the current tanker fleet was manageable and that the Air Force has a “robust” control 
program in place/ 

The C-130J contract cancellation has even resulted in the aircraft’s manufacturer, Lockheed 
Martin, creating new restrictions on its employees’ communication with the Pentagon’s C-130J 
program office, following what it called “a recent flurry” of requests from the program office. 
(Appendix E) In a February 7, 2005, internal e-mail, Lockheed’s chief C-130J systems engineer, 
Michael A. Reed, suggested that future communications between Lockheed and the program office 
be limited to only those required by contract, and that “all recently requested non-contractual data” 
be removed from Lockheed’s computer system which communicates with the program office. “Until 
further notice, there will be but one channel for information requests on the C- 1 30J program, and that 
will be by Contracts letter,” Reed wrote. 

Now a high-stakes dogfight is shaping up between Defense Secretary Donald Rumsfeld and 
the Air Force and some Members of Congress. The facts are on Rumsfeld’s side: Since its inception 
in the mid-1990s, the C-130J transport aircraft program has proven itself a disaster for both the U.S. 
taxpayers and the military. The aircraft, a so-called modernized version of the legendary 1950s-era 
C-130 Hercules cargo and troop airlifter, was developed and purchased using a misguided and highly 
suspect “commercial” acquisition strategy that essentially doubled the cost of the aircraft and left 
government auditors powerless to do anything about it. 

From a technical standpoint, too, the aircraft has a checkered history. None of the first group 
of 50 “T’ models delivered between 1999 and 2003 have yet been declared fully ready for combat.’ 
A 2004 Rand study for the Air Force called the C-I30J a “contractor-initiated” idea that was at first 
supposed to be a simple and routine upgrade, but in the end was far from simple or routine.’ 

In fact, the Department of Defense’s Office of Inspector General found that, rather than being 
available for combat, the C-130J should only be used in a “permissive,” non-hostile environment. 
“The evaluation did not include aircraft survivability equipment; therefore, the aircraft should only 
be employed in a permissive threat environment until aircraft survivability equipment testing is 
completed,” the report said. The Inspector General report said the DoD defines a permissive threat 
environment “as an operational environment in which the host country ’s military and law enforcement 
agencies have control as well as the intent and capability to assist operations that a unit intends to 
conduct.”’ 


Summary of Aerial Refueling, Defense Science Board Task Force, May 2004. 
http://www.pogo. org/m/co/cp-dsbtaskforcereDort-2004.Ddf 

’ Audit Report, Acquisition: Contracting for and Performance of the C-I30J Aircraft, 
Department of Defertse Office of Inspector General, Report No. D-2004-102, July 23, 2004, p. i. 

’ Test and Evaluation Trends and Costs for Aircraft and Guided Weapons, RAND 
Corporation, 2004, p. 38. http://www.rand.org/pubs/monographs/2004/RAND MG109.pdf 

^ Audit Report, Acquisition: Contracting for and Performance of the C-J30J Aircraft, 
Department of Defense Office of Inspector General, Report No. D-2004- 1 02, July 23, 2004, p 1 1 . 
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POGO’s report supports the deetsion to cut the program. Attempts to reinstate funding for the 
C-I30J program are nothing more than another scheme to keep on the table a plate of federal pork 
eooked up hy a defense eontraetor and force-fed to the Pentagon hy Congress. 


CONGRESS AND LOCKHEED CREATE A NEED FOR THE C-130J 

The C-130J was first introdueed in the mid-1990s as an improvement to earlier C-130 models 
“ not by the Pentagon, but by defense contractor Lockheed Martin Aeronautics Company.* Until it 
faced the recent threat of program cancellation, the Air Force had never really expressed an 
overwhelming need for more, or upgraded, versions of the C-130 transport aireraft. A 1998 
Government Aeeountability Office (GAO) report suggested that Congress was ealling the shots when 
it eame to buying new C-130s. “For the past 21 years, with the exeeption of five aireraft. Congress 
has direeted the proeurement of C-130s for the Air National Guard and Air Foree Reserve units.”’ 

As of Deeember 31, 2004, 180 “J” models had been ordered and 120 delivered worldwide to 
the U.S. and other eountries’ air forces, including the U.K. Royal Air Force, Royal Australian Air 
Foree, Italian Air Force, and the Royal Danish Air Force.'" Lockheed ordained the “J" model as its 
transport aircraft of the future by closing the production line for its predecessor, the C- 1 30H model. ' ' 

Now the Pentagon has a chance to stand up to Congressional pressure and save the taxpayers 
$5 billion by cutting Air Force procurement of the “J” model. History would support such an action. 
In 1998, the GAO concluded that Congress was giving the Air Force more C-130s than it needed: 

The Air Force has retired C-130s with service life remaining on the aircraft. Program 
officials told us that such retirements have generally been driven by congressional 
direction to buy more C-130s than the Air Force requested in its annual budget 
requests. Program officials told us that, accordingly, it was difficult to control the 
retirement of C- 1 3 0 aircraft. They stated that, since retirement from the fleet had been 
based on congressionally directed acquisitions replacing existing C-130 aircraft, they 
were not retiring aircraft because the service life had expired.'^ 


* Audit Report, Acquisition: Contracting for and Performance of the C-ISOJ Aircraft, 
Department of Defense Office of Inspector General, Report No. D-2004-102, July 23, 2004, pp. 
1 - 2 . 

Intratheater Airlift: Information on the Air Force’s C-130 Aircraft, Government 
Accountability Office, GAO/NSIAD-98- 1 08, April 21, 1998, p. 6, 

Discussion in Business Segments, Form 10-K, Lockheed Martin Corporation, February 
28,2005, p. 5. 

' ' Audit Report, Acquisition: Contracting for and Performance of the C-I30J Aircraft, 
Department of Defense Office of Inspector General, Report No. D-2004-102, July 23, 2004, p. i. 

Intratheater Airlift: Information on the Air Force’s C-130 Aircraft, Government 
Accountability Office, GAO/NSIAD-98- 108, April 21, 1998, p.8. 
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So even if the Air Force could justify a need for additional C-130 aircraft, any future needs 
could be filled by taking those older retired C-130 aircraft out of mothballs and putting them back into 
service, rather than buying the expensive and problem-plagued C-130Js. The Air Force could also do 
a Service Life Extension Program (SLEP) on the C-130E, C-130H, and possibly C-130F models, 
which involves adding new skin panels and other structures to extend the life of the aircraft. This will 
put people to work, continue C- 130 E&H (possibly F) versions’ serviceable life for several years and 
will save millions, possibly billions, of dollars. This will eliminate any argument that the C-130J is 
needed to replace older versions of the C-130 with wing cracking problems. 

The 1998 GAO audit also suggested that the standard contracting process was turned upside 
down. “Additionally, during our review, some Air Force officials expressed concern that the normal 
requirements process was not followed in the recent J buys,” the audit said. “They stated that 
requirement documents for the EC-130Js and WC-130Js were written after the Air Force had made 
a commitment to buy the aircraft.”'^ This is a highly unusual way of procuring weapons systems. 
Typically, each military service determines its weapons-systems needs first, writes a requirements 
document outlining precisely what it wants, and then seeks out defense contractors qualified to fill 
those requirements in an open-bid competition. 

As recently as February 9, 2005, the Department ofDefense’s acting acquisition chief, Michael 
Wynne, made a speech that appeared to contradict the Air Force’s current position that there is a 
compelling need for more C-130Js. Wynne told an investment conference in New York City that 
changing transportation requirements and capabilities prompted the department’s decision to terminate 
the C- 1 30J program, according to Inside Defense. Wynne noted that some studies are now suggesting 
that the U.S. military may not need to rely on transport aircraft like the C- 1 30J to haul its equipment 
worldwide. New options for getting weapons and supplies to the battlefront include high-speed ships 
and increased reliance on prepositioned stocks. Inside Defense quoted Wynne as saying.” 


COMMERCIAL PROCUREMENT FAILURE 

At the heart of the C-130J debacle is the contracting scheme used to acquire it. A July 2004 
Department of Defense Office of Inspector General (OIG) report was highly critical of the Air Force’s 
decision to designate the C-130J a “commercial item.” Declaring an item “commercial” is a 
contracting strategy that absolves the defense contractor of responsibility for providing detailed and 
important cost data, and restricts the government’s ability to audit the contractor’s books. The use of 
the commercial acquisition strategy, never before used to purchase a military aircraft, was so out of 
bounds that the OIG recommended that “civilian and military managers” involved in managing 
acquisition programs read its audit to leam the do’s and don’ts of commercial acquisition. It told 
managers that the audit “discusses an unjustified decision to use a commercial item acquisition 
strategy and other problems that occurred because of poor management.” 


'Mbid.,p. 10. 

” Inside Defense, “Wynne: Changing Transportation Needs Triggered C-130J 
Cancellation,” February 10, 2005. 
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The OIG flatly stated that the Air Force did not properly justify the use of a commercial 
acquisition strategy, did not properly manage the program, and did not provide the contractor with an 
incentive to deliver aircraft that worked properly. The audit also criticized the Office of the Secretary 
of Defense for not providing effective oversight of the program to correct C- 1 30J deficiencies. 

The OIG recommended that the Air Force immediately stop the system program office from 
“contracting for additional block upgrades until a contract-compliant aircraft is designed, developed, 
and delivered.” It also strongly encouraged the Air Force to modily any future contracts to employ a 
more traditional procurement method, increase the amount of money withheld from contractors when 
the government accepts “noncompliant aircraft,” and develop a schedule for fixing problems with the 
“J” models already in the fleet. 

The report also stated: “The Air Force bought the C-130J as a commercial item needing minor 
modification, but in the 8 years since the Air Force began contracting for the C- 1 30J, Lockheed Martin 
has been unable to design, develop, or produce a C- 1 30J aircraft that meets contract specification.”” 

The C-130J is the only historical example of a military aircraft being declared a “commercial 
item.” Its flawed history serves as a textbook case of the perils of employing a commercial acquisition 
strategy for acquiring a major military weapons system. Normally, a commercial acquisition 
designation is used to obtain any item that the public can purchase such as computers, office 
equipment, and automobiles. But in the case of the C-130J, Lockheed Martin was permitted to 
circumvent laws that protect the taxpayer, such as the Federal Acquisition Regulation, the Truth in 
Negotiations Act, and Cost Accounting Standards. 

These laws require transparency in cost or pricing data so that government purchasers know 
what they are getting for the government’s money. The result has been a doubling of the per aircraft 
cost - the “H” model cost $33.9 million when it went out of production in 1 997, while the “J” model 
has an estimated price tag today of $66.5 million. With oversight regulations waived, the cost of 
wiring harnesses on the C-130J increased by five times their original price after the aircraft was 
designated “commercial,” going from $91 to $453. The GAO offered this spare part price-hike as a 
real-world example of the difficulty involved in making the transition from pricing goods and services 
based on costs incurred to an ineffective commercial model in which factors other than cost are the 
principal means used to establish price. 

The trouble is no one, other than Lockheed Martin, seems to be really sure just how much the 
C-1 30J should rightfully cost - not even the government. For example, the Rand study noted that it 
could not do a cost analysis of the “J” model because, “According to the program office, contractor 


” Audit Report, Acquisition: Contracting for and Performance of the C-130J Aircraft, 
Department of Defense Office of Inspector General, Report No. D-2004-102, July 23, 2004, pp i- 
ii. 

” Statement for the Record, Henry L. Hinton, Jr., Assistant Comptroller General, 

National Security and International Affairs Division, before the House Committee on 
Government Reform, Subcommittee on Government Management, Information, and 
Technology, Federal Acquisition: Trends, Reforms, and Challenges, General Accounting Office, 
GAO/T-OCG-00-7, March 16, 2000, p. 10. 
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T&E [Test and Evaluation] cost data were not available to them because of the nature of the 
contractor-initiated development effort.”'^ 

Such commercial agreements also restrict the government’s powers to “routinely” inspect and 
audit a contractor’s activities. For instance, the 2003 C-130J contract with Lockheed allows the 
government to inspect and test all supplies, but says that “the Government agrees, consistent with the 
commercial nature of the C-130J program that such inspections should not be performed on a routine 
basis, but only where the Government determines in its judgment that inspections are required.” 

One Department of Defense auditor-tumed-whistleblower who worked at the C-1 30J plant in 
Marietta, Georgia, spent months researching the cost of the “J” model, but was frustrated by his 
attempts to determine an actual, and fair, price for the aircraft. The auditor, Ken Pedeleose, said in a 
report to Congress that in June 1995 when the government designated the C-130J a “Regulatory Pilot 
Program,” it “lost all insight into the C-1 30 operations.” (Appendix F) 

In technical reviews for Italy and Norway in late 1996 to early 1 997, Pedeleose, an employee 
of the Defense Contract Management Agency (DCMA), essentially concluded that the prices 
Lockheed was charging the two governments could not be justified. 

“In short, the LMAC (Lockheed Martin) proposed price could not be substantiated based on 
historical factors and the limited information LMAC provided,” Pedeleose wrote. “Thus the final 
DCMA evaluation was forced to question the excessive cost and submit the report to the Italian 
Government for use in negotiations." 

That caused negotiations to stall, and afterward Lockheed complained that DCMA was 
“interfering” with the company’s negotiations with Italy. After a similar experience with a cost 
analysis for Norway, Pedeleose concluded that the two projects “verified that LMAC could not 
support C-130J cost in a commercial marketplace.” He also concluded: “The attitude of LMAC in 
negotiations and the strenuous nature to which they protect their ‘proprietary’ data for an unjustifiable 
price is a contributing factor to the poor sales of the C- 1 30J.” Norway never did purchase any C-1 30Js. 

Pedeleose said the history of the C-130J has been one of a “continued trend of excluding 
technical and financial experts from the process thus allowing further unbridled cost increases, among 
other issues,” 

This became clear by 1998 whenLockheedand the Air Force agreed to keep financial experts 
in the dark about the program’s costs. For example, in an October 2 1 ,1998, memo about an impending 
C- 1 30J program review meeting, Lockheed vice president Gene Elmore told an Air Force Colonel on 
the acquisition team that the discussions could not include any government auditors. 

“As I am sure you understand, we are not trying to hide anything, merely attempting to 
preserve the commerciality of the program,” Elmore wrote. The letter also prohibited Air Force 
acquisition team members from sharing any cost data with auditors. (Appendix G) 


” Test and Evaluation Trends and Costs for Aircraft and Guided Weapons, RAND 
Corporation, 2004, p. 38. httD://www.rand.org/pubs/monographs/2Q04/RAND MG 1 09.pdf 
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One Senator who questioned the “commercial item” designation for the C-130J was Tom 
Harkin (D-IA). In 1997, Harkin fired off a letter of protest to then-Secretary of Defense William 
Cohen: 


How can Atlas rockets and C-130J aircraft be considered ‘commercial’ items? 
Obviously, these are not items found in the commercial sector. More importantly, they 
are not items that are priced due to the forces of supply and demand. Items bought 
solely or primarily by the federal government should not fall under the ‘commercial’ 
definition. (Appendix H) 

Real commercial items are acquired where a real market with competition exists, giving an 
assurance of fair and reasonable prices. For non-commercial items, contractors are required to submit 
cost or pricing data for negotiated procurement. However, in the case of the C-130J, there was no 
competition to set the price. 

One of the Air Force’s reasons for exempting Lockheed from providing cost or pricing data 
on the C-130J was because Lockheed said the aircraft would be available in the commercial 
marketplace by the time of delivery. The commercial process is designed to speed up the acquisition 
process. Ironically, the C-130J’s commercial designation actually delayed the process. The reason: 
Lockheed had to justify the aircraft’s commercial item status by obtaining a Federal Aviation 
Administration (FAA) certification to sell it on the commercial market. But technical problems with 
the aircraft delayed the certification, which was not obtained until September 1998. In 1995, the Air 
Force contracted for two C-130Js to be delivered in 1997. However, they were not delivered until 
1999 - two years behind schedule.'* 

The thinly-veiled attempt to justify the C-130J as a commercial item ended up taking a toll on 
Lockheed’s balance sheet. In June 1999, Lockheed announced it was reducing its earnings outlook 
for 1999 and 2000, in part due to the cost growth in the C-I30J’s development and slower-than- 
anticipated sales of the aircraft. The company claimed its first profit on the C-1 30J program in 2004.” 

The FAA certification process and plan to sell the aircraft commercially turned out to be a 
smokescreen to get the “commercial item” designation from the Air Force. Lockheed has not sold a 
single C-130J commercially and, in fact, has allowed the FAA commercial certification to expire. 
(Appendix I) Yet, Lockheed continues to benefit from selling the aircraft as a commercial item to the 
government, while government auditors still have no capacity to review cost or pricing data. 


FAILING PERFORMANCE 

The C- 1 30J’s history of problems has kept it from getting a passing grade from the Pentagon’s 
independent weapons tester, the Director of Operational Test and Evaluation (DOT&E). In the first 


'* Audit Report, Acquisition: Contracting for and Performance of the C-130J Aircraft, 
Department of Defense Office of Inspector General, Report No. D-2004-102, July 23, 2004, p. 6. 

” Discussion in Business Segments, Form 10-K, Lockheed Martin Corporation, February 
28, 2005, p. 5. 
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phase of testing, DOT&E declared the C- 1 30J as not operationally “effective” or “suitable,” and has 
yet to change that designation.™ Not one C-130J was delivered to the Air Force meeting program 
requirements and, eight years into the program, the aircraft still has not been fully tested by DOT&E. 
When the Department of Defense Office of Inspector General graded the C-130J’s performance, the 
report card was clearly less than satisfactory. In uncharacteristically stinging language, the OIG’s July 
2004 audit flatly concluded that Lockheed was not meeting its contract specifications and, therefore, 
that the C-130J was unable to perform its mission of transporting and dropping troops and equipment 
in combat zones. 

Specifically, the OIG report said the Air Force unwisely paid 99 percent of the $2.6 billion 
contract price for the first 50 defective aircraft, leaving the contractor little incentive to correct the 
problems on its own dime. “As a result, the government fielded C-130J aircraft that cannot perform 
their intended mission, which forces the users to incur additional operations and maintenance costs 
to operate and maintain older C- 1 30 mission-capable aircraft because the C- 1 30J aircraft can be used 
only for training,” the audit said. 

The OIG said the transport aircraft has been unable to perform such basic and critical missions 
that include night vision goggle operations, combat search and rescue, visual formation, global air 
traffic management, and air-dropping paratroopers and containers. In addition, the hurricane hunter 
versions of the C-130J have experienced radar problems and the aircraft’s six-blade propellers have 
become dangerously pitted in bad weather. 

The Inspector General audit also noted: 

• The mission capable rates for the C- 1 30Js are lower than the rates for the older versions, even 
though the “J” model has not yet been released to perform all C-1 30 missions. For the released 
missions the C-130J achieved a 50.4% rating in 2002 and a 62.4% rating in 2003. 

• Although the C- 130J was billed as being cheaper to maintain than earlier C- 130 models, it had 
a high rate of “built-in-test false detections.” Such false detections mean that unnecessary 
maintenance actions are being performed too often, increasing the number of needed spare 
parts and maintenance hours. 

• The immaturity of the “J” model’s design increases “aircraft downtime” and “creates a strain 
on personnel. The high number of workarounds has caused user personnel frustration and 
additional maintenance hours and costs.”^' 

Lockheed and the Air Force often try to deflect the critics of the C-130J by pointing to the 
experience of several other countries who purchased C- 130Js prior to the U.S. contract. But nearly all 


Annual Report FY2004, Department of Defense, Director Operational Test and 
Evaluation, Air Force Programs, C-130J Airlift Aircraft, January 2005, p. 251. 
httD://www.DOgo.orE/m/dp/dp-2004-C130J.Ddf 

Audit Report, Acquisition: Contracting for and Performance of the C-130J Aircraft, 
Department of Defense Office of Inspector General, Report No. D-2004-102, July 23, 2004, p, 
11. 
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of those foreign military buyers have had their share of problems with the aircraft: the British had 
difficulties dropping paratroopers; the Italians had windshield and horizontal stabilizer cracks; the 
Australians complained that the powerful engines were creating a dangerous vibration; and the 
Norwegians unsuccessfully j ockeyed behind the scenes to determine if the price they were paying for 
the aircraft was fair. 

As for the U.S. Air Force, all 50 of the first lot of C-1 30J aircraft delivered to and accepted by 
the Air Force were deficient in one way or another. Those deficiencies have ranged from propellers 
that peeled to improperly-functioning radar, and some continue even today. Congressional sources say 
that as of January 2005, only 11 of 33 major Category One open deficiency reports identified by the 
OIG have been corrected. Category One deficiencies are those that could cause major loss of 
equipment or systems, or that could directly restrict combat or operational readiness if not corrected. 

To date, only two of the 50 C- 1 30Js have been permitted to fly “limited” missions in Iraq, and 
are said to be accompanied by an unusually large maintenance and support contingent and extra spare 
parts - designed to inflate the aircraft’s reliability rate. The remaining 48 “J” models have been 
restricted to training missions. 

Despite claims that problems identified in the 2004 OIG audit are fixed, the aimual DOT&E 
report released in January 2005 noted that problems remain. “Major issues confronting the C-130J 
program include funding of logistics support and training systems; hardware, software, and technical 
order deficiencies; manufacturing quality; sub-system reliability; failure to meet required measures 
of system effectiveness and suitability; and resolution of documented deficiencies,” the report said. 
“A program for the correction of deficiencies is being worked.” 

The report also noted that “the airdrop mission cannot be evaluated until deficiency corrections 
are implemented and the developmental and operational tests are completed as planned in FY06.”^^ 

Clearly, the taxpayers and fighting men and women have been shortchanged with the C-130J 
program. 


HOLDING THE CONTRACTOR ACCOUNTABLE 

C-130J supporters have claimed it would cost the Air Force $2 billion to terminate the contract. 
That is contrary to the actual contract language, even if the contract is cancelled “at the convenience” 
of the government. The contract has a ceiling price that the government must pay if it decides to cancel 
the contract under those terms: $439.7 million if it cancels by November 2005 and $383.3 million if 
it cancels by November 2006. There are no contractual obligations for the govenunent to pay any 
other termination costs, something the Air Force has confirmed privately to Congress. 


Ibid., p. I. 

Annual Report FY2004, Department of Defense, Director Operational Test and 
Evaluation, Air Force Programs, C-130J Airlift Aircraft, January 2005, p. 252. 
httD://www.DOgo.org/in/dD/dp-3004-C 1 JOJ.ndf 
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Lockheed Martin is trying have it both ways. The only benefits of commercial purchases to 
the government are that it is not held responsible for ancillary costs associated with selling specifically 
to the government. Given that this is a “commercial item,” special manufacturing equipment to 
produce the C-130J should not have been required, nor should a government contracting officer 
approve such a purchase. With “just-in-time” materials purchasing, Lockheed Martin and its 
subcontractors should not have purchased materials to build planes in the out-years. Normally, long- 
lead should not exceed one year’s worth of material. The termination is not scheduled until the end 
of 2006. 

However, no cancellation fees would be paid by the government if the program is cancelled 
“for cause” rather than “convenience of the government.” Because all of the first 50 C- 1 30Js delivered 
to the Air Force had serious deficiencies, the government should cancel the contract for new transport 
aircraft for cause. Lockheed Martin failed to manufacture an aircraft that meets contract specifications, 
even after eight years of development and testing. The Federal Acquisition Regulation (FAR) states 
that a contract may be cancelled for cause “in the event of any default by the Contractor, or if the 
Contractor fails to comply with any contract terms and conditions, or fails to provide the Government, 
upon request, with adequate assurances of future performance.”” 

The FAR also says in the event of termination for cause “the Government shall not be liable 
to the Contractor for any amount for supplies or services not accepted, and the Contractor shall be 
liable to the Government for any and all rights and remedies provided by law.” 

If the government does cancel the C- 1 30J contract for cause, the Pentagon needs to learn from 
past mistakes. History has shown that contractors fight vigorously for every dime, even if its weapons 
system is proven to be substandard. 

The Pentagon has cancelled contracts to develop major weapons systems “for cause” on at 
least two prior occasions. The first such contract termination was in 1 985 when the Array procurement 
contract office notified the Army’s division air defense gun (DIVAD) contractor, Ford Aerospace & 
Communications Corp., that the performance on the anti-aircraft system was “totally unacceptable.” 
Unfortunately for the government, the decision to cancel the DIVAD by then-Secretary of Defense 
Caspar W einberger was made two years after the so-called Sergeant Y ork Gun went into production. 
It ended up costing the taxpayers $1.4 billion.” 

The second major Pentagon weapon system to be cancelled for cause came in 1 99 1 , when then- 
Secretary of Defense Richard Cheney canceled a contract with McDonnell Douglas (now owned by 
Boeing Company) and General Dynamics to build the Navy’s A- 12 Avenger medium attack aircraft, 
a program riddled with huge cost overruns and schedule delays. Cheney’s decision was based on the 
fact that the contractors could not complete the work on schedule, nor could they meet the contract 
requirements. At the time of termination, nearly $3 billion had been spent on the A-12 project, with 


“Federal Acquisition Regulation, Part 52, Solicitation Provisions and Contract Clauses, 
52.212-4 - Contract Terms and Conditions - Commercial items, (1). 

” Orange County Register, “Ford, Defense Department Settle Over Sgt, York,” February 
23. 1989. 
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nearly $2.7 billion of that amount already paid to the contractors. The Navy demanded that the 
contractors pay back the government $1.35 billion.^ 

The contract cancellation ended up in the federal courts in June 1991, when the contractors 
filed a lawsuit against the Navy to recover cancellation costs and damages. A federal judge ruled in 
1995 that the A- 12 Avenger contract was cancelled at the convenience of the government, and in a 
final judgement in 1998, awarded the contractors $1.2 billion plus interest. In 2001, a three-judge 
appeals court panel ruled in favor of the government’s decision to cancel the contract with cause. A 
subsequent appellate court ruling sent the case back to the trial court. Hearings were conducted in June 
of last year, and a decision on the case is pending.^’ 

Given this history, the Pentagon should learn from past mistakes and ensure it terminates the 
C-130J program without any excessive cost to taxpayers. 

RECOMMENDATIONS 

1. Terminate the C-130J transport aircraft program for cause. 

2. Authorize an independent study to determine future C-130 requirements. 

3. Study the possibility of bringing older C-130 models that were placed into early retirement 
back into service to replace aircraft taken out of service. 


Testimony of Neal P. Curtain, Director, Planning and Reporting, National Security and 
International Affairs Division, Government Accountability Office, before the House 
Subcommittee on Oversight and Investigations, Committee on Energy and Commerce, October 
3, 1991. http://archive.gao.gov/t2pbat7/l44968.Ddf 

Discussion of legal proceedings. Form 10-K, General Dynamics, March 4, 2005. 


12 



489 


Appendix A 

Program Budget Decision 753, 

Deputy Secretary of Defense Paul Wolfowitz, 
December 23, 2004 
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PBD753 

TITLE : Other Secretary of Defense Decisions 

DATE : December 23, 2004 

DECISION : The Deputy Secretary of Defense approved the Alternative Estimate. 


FOR OFFICIAL USE ONLY 




491 


FOR OFFICIAL USE ONLY 

PROGRAM BUDGET DECISION no ts 

( Dollars in Millions) 

FY 2005 FY 2006 FY 2007 FY 2008 FY 2009 FY 2010 FY 2011 

Wind Corrected Munitions Dispenser - Extended Range (WCMD-ER Program 

• Terminate the procurement of WCMD-ER program. 

Air Force - -47.3 -64,2 -59.7 -71,7 -86.9 -73.9 

NATO Alliance Ground Surveillance (AGS> program 

• Restructure the NATO AGS program. 

OSD - -4.0 -43.0 -77.0 -120,0 -119.0 -113.0 

Carrier Program 

• Retire one conventionally powered aircraft carrier in FY 2006, resulting in a carrier force of 1 1 
vice 12 ships. 


Navy - -H34.3 -157.3 

-288.3 

-276.4 

-304,3 

-306.5 

Transformational Satellite (TSAT) Program 

• Reduce the TSAT program. 

Air Force - -200.0 -200.0 





E-IOA Aircraft 

• Restructure the E-lOA aircraft program. 

Air Force - -300.0 -300.0 





C-130J Aircraft 

• Terminate the procurement of C-I30J aircraft for the Air Force. 

• Procure the remainder of KC- 1 301 for the Marine Corps in FY 2006, 

C-130J - -25.7 -431.1 -753.4 -1.215.9 

-1.306.7 

-1.263.7 

Navy $ - +754.9 -286.7 

-286.8 

-311,9 

-312.0 

-312.2 

Qty (-) (+8) (-4) 

(-4) 

(-4) 

(-4) 

(-4) 

Air Forces - -780.6 -144.4 

-466.6 

-904.0 

-994.7 

-951.5 

Qty (-) (-10) (-9) 

(-8) 

(-8) 

(-8) 

(-8) 


UNAUTHORIZED RELEASE OF THIS PROGRAM BUDGET DECISION IS PROHIBITED. 


FOR OFFICIAL USE ONLY 
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Appendix B 

Table listing Lockheed Martin campaign contributions made from 1999-2004 to 2 1 signers of 
January 10, 2005, letter to President Bush 
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Beholden? 

C-130J Letter Signatories 

Lockheed Martin Contributions 
1999-2004 

John Isakson (R-GA) 

$23,500.00 

jSaxby Chambliss (R-GA) 

$21,000.00 

James Inhofe (R-OK) 

$15,000.00 

jDianne Feinstein (D-CA) 

$10,500.00 

Arlen Specter (R-PA) 

$10,000.00 

Blanche Lincoln (D-AR) 

$10,000.00 

John Cornyn (R-TX) 

$10,000.00 

Mike DeWine (R-OH) 

$9,000.00 

Richard Lugar (R-IN) 

$9,000.00 

Bill Nelson (D-FL) 

$9,000.00 

John Rockefeller (D-WV) 

$7,000.00 

Rick Santorum (R-PA) 

$7,000.00 

Jack Reed (D-RI) 

$7,000.00 

Trent Lott (R-MS) 

$7,000.00 

Mel Martinez (R-FL) 

$5,000.00 

Evan Bayh (D-IN) 

$5,000.00 

Robert Byrd (D-WV) 

$5,000.00 

James DeMint (R-SC) 

$5,000.00 

Kay Bailey Hutchison (R-TX) 

$4,200.00 

Richard Durbin (D-IL) 

$2,000.00 

Lincoln Chafee (R-RI) 

$2,000.00 


Total amount donated to 
these Senators b/t 99-04; 

$183,200 


Source: www.opensecrets.org 
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Appendix C 

Letter to President George W. Bush from 24 U.S. Senators, January 10, 2005 
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lanitol States Senate 

WASHINGTON, DC 20510 


January 10, 2005 


President George W. Bush 
TTie White House 
1600 Pennsylvania Avenue NW 
Washington DC, 20500 

Dear Mr. President; 

We understand that the Department of Defense is proposing the termination of the C-130J multiyear 
procurement contract beginning in FY2006. We strongly believe that this cut is ill advised and untimely 
given the operational shortfalls facing our military and the threats facing our nation. Additionally, the 
canceling of a multiyear contract to save $26M in FY2006 is unprecedented. 

The C-130 aircraft has been the workhorse of the military’s tactical airlift fleet for more than 50 years. 
Currently, more than half the fleet of combat delivery C-130s is 30 years old or older. Although ftieir 
longevity is clearly a testament to the value of these critical aircraft, we are very concerned that the 
C-130 E and H model aircraft continue to age at an alarming rate, putting our tactical airlift capability at 
risk in the near term. Today, both U.S. and Allied C-130Js are performing operational missions in 
CENTCOM in support of the warfighter, as well as important operations in support of the Tsunami 
relief effort in Southern Asia. 

The Defense Department proposed the C-130J multi-year procurement program in 2003 for the Air 
Force and Marine Corps to mitigate risk associated with the aging C-130 fleet and to lower the 
procurement cost by 10.5%. The C-130J Bed-down Roadmap is now in jeopardy as the Air Force and 
Marine Coips will not have sufficient aircraft to complete the modernization of several flying units. The 
Air Force will be 1 16 aircraft short of requirement and the Marine Corps will be short 18 aircraft. 

This proposed termination will also leave California, Mississippi, Rhode Island, and Pennsylvania 
Guard and Reserve units only partially modernized. Perceived savings generated by these proposed cuts 
will be consumed by over $800 Million in termination liability costs and billions of dollars in increased 
costs to support aging and less capable aircraft. Consequently, this proposal to end the C-130J 
program could end up costing the American taxpayer more than the cost of completing the multiyear . 
contract for all 62 aircraft, and leave our military with far less capable tactical airlift. Furthermore, no 
studies and analysis of the total effect of terminating this program were conducted prior to the 
cancellation decision. 


We believe that any decision to terminate this established and successful C-130J multiyear contract 
should only be considered after both the Mobility Capabilities Study and the Quadrennial Defense 
Review are completed later this year. We urge you to re-consider these ill-advised cute that will 


negatively affect the fetoe readiness and capability of our Air Force, Marine Corps, and Air Reserve 

I / i / * , 

KAa^IuArjiAAvtM/iJLAJ KArO^u- v4>v xiLfl 


Sa^y Chamblii 


Mark Pryor 
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Appendix D 

March 2003 C-130J contract, Section on Cancellation Under Multiyear Contracts, between U.S. 

Force and Lockheed Martin 
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F33657-03.C-2014 
Attachment 1 
Page 5 of 43 

PART IV. CONTRACT CLAUSES 
A. CONTRACT TERMS AND CONDITIONS 

1. The following Federal Acquisition Regulation contract clause is hereby 
incorporated by reference: 

52.21 2.4 CONTRACT TERMS AND CONDITIONS - COMMERCIAL ITEMS (FEB 2002) 

2. The clause at FAR 52.212-4, Contract Terms and Conditions - Commercial 
Items (FEB 2002), incorporated by reference above, is amended as follows: 

(a) Paragraph (a), Inspection/Acceptance is deleted and replaced with the 
following: 

“(a) Inspection/Acceptance 
1. Inspection 

(i) The Contractor shall provide a quality control system 
covering all materials, fabrication methods and finished parts and 
assemblies. This system shall comply with ANSI/ASQC 9001-1994 
and Part 21 of the Federal Aviation Regulation (FAR) "Certification 
Procedures for Products and Parts. 

(ii) Additional Inspection Rights 

(a) In addition to the Government’s inspection rights in 
FAR 52.212-4(a), the Government has the right to inspect 
and test all supplies called for by this contract, to the extent 
practicable, at all places and times, including the period of 
manufacture, and in any event prior to acceptance. The 
Government agrees, consistent with the commercial nature 
of the C-130J program that such inspections should not be 
performed on a routine basis, but only where the 
Government determines in its judgment that inspections are 
required. 

(b) These additional inspection rights shall apply with 
respect to the Contractor’s facilities. These rights shall not 
apply to Contractor’s subcontracts unless the Contractor’s 
subcontracting agreements permit such inspections. The 
Contractor is not under an obligation to modify subcontracts 
to provide for Government inspection rights at subcontractor 
facilities. In the event the Government desires to conduct an 
inspection at a subcontractor where the applicable 
subcontract does not provide such rights, the Contractor 
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23. FAR 52.217-2 - Cancellation Under Multiyear Contracts (Oct 1997) 

a. The clause at FAR 52.217-2, Cancellation Under Multiyear Contracts (Oct 1997) 
is incorporated by reference and is hereby amended as follows: 

(1) Paragraphs (a), (c), (d), and (e) are deleted and replaced with the 
following: 

(a) "Cancellation," as used in this clause, means that the Government 
is canceling its requirements for all supplies or services in program years 
subsequent to that in which notice of cancellation is provided. Cancellation 
shall occur by the date or within the time period specified in the Multiyear 
Contract Funding clause, unless a later date is agreed to. The Contracting 
Officer must notify the Contractor if funds are not available for contract 
performance for any subsequent program year. 

(c) If cancellation under this clause occurs, the Contractor will be paid 
a cancellation charge not over the cancellation ceiling specified in the 
Cancellation Ceiling clause of this contract as applicable at the time of 
cancellation. Production effort for the delivery plan called out in this 
contract is included within the cancellation ceiling. Subject to required 
approvals, the contractor may include recurring costs that were 
reasonably incurred prior to cancellation. In the event the contract is 
cancelled, the contractor will be required to provide sufficient support to 
demonstrate that its cancellation proposal claimed costs, including any 
recurring effort costs claimed, were reasonably incurred to reflect the 
percentage of the work performed prior to cancellation. The contractor 
further agrees that its claimed cancellation charges shall not include any 
amount already paid the contractor, and will not include anticipated profit 
on the unperformed portion of the cancelled work. 

(d) In the event of contract cancellation, as defined in paragraph 23. a 
of this clause, the Contractor shall submit a commercial cancellation 
proposal to the Government in accordance with paragraph 23. e of this 
clause. 

(e) The cancellation charge shall be computed and the proposal/claim 
made for it as if the claim were being made under the Termination for 
Convenience of the Government clause of this contract. The Contractor 
shall submit the claim promptly but no later than one (1) year from the 
date of cancellation. 

(b) Paragraphs (f), (g), (h), and (i) are deleted in their entirety. 
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24. Cancellation Ceiling 

a. For the purposes of determining the cancellation ceiling, the contract assumes 
full funding by 15 November of each fiscal year. Should contract cancellation occur 
after 15 November, an equitable adjustment to the cancellation ceiling values shall be 
negotiated by the Government and the Contractor. The equitable adjustment shall be 
limited to a reasonable amount necessary to account for the additional contract 
performance required after 15 November and until the actual date of cancellation. No 
adjustment shall be made to the cancellation ceiling unless the actual date of 
cancellation occurs after 15 November of the affected fiscal year 

b. The following cancellation ceilings are established; 


Cancellation 

End of FY 

Cancellation Ceiling Amount 

Assumed Date of Cancellation 

FY03 

$110,000,000 

16 November 2003 

FY04 

$474,200,000 

1 6 November 2004 

FY05 

$439,700,000 

16 November 2005 

FY06 

$383,300,000 

1 6 November 2006 

FY07 

$347,300,000 

16 November 2007 

FY08 

$0 



25. Economic Order Quantity (EOQ) and Advance Procurement (AP) Options 
and Release of Multiyear Configuration 

a. The FY03 USMC KC-130J aircraft (SubCLIN 0002AA) includes funding In the 
amount of $2.0 million for a one-time payment event - Release of Multiyear 
Configuration. This event will release the multiyear configurations into the Contractor’s 
ordering system. This event shall be invoiced as a separate event for the initial 
multiyear aircraft delivery lot (in addition to the initial payment event at contract award). 
Liquidation of this payment shall be included on the delivery event invoice in the amount 
of $500,000.00 for four (4) each FY03 USMC KC-130J aircraft. 

b. The Multiyear prices for the USAF and USMC are based in part on Economic 
Order Quantity (EOQ) funding of $30.0 million for the USAF and $8.0 Million for the 
USMC. 

c. The parties understand and agree that the funding for such is not available at 
contract award. The Contractor agrees to grant the Government an option to obtain 
FY03 EOQ procurement funding for USAF aircraft in the amount of $30.0 million. The 
Contractor further agrees to grant the Government an option to obtain FY03 EOQ 
procurement funding for USMC aircraft in the amount of $8.0 million. Funding will be 
provided within 90 days of contract award and the contract option shall be exercised at 
that time. All Multiyear aircraft prices will remain in effect up to the expiration date of the 
option. If the option is not exercised and the $30.0 Million USAF EOQ and $8.0 Million 
USMC EOQ is not provided by the expiration date the aircraft prices will be 
renegotiated. 
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d. In addition to the Economic Order Quantity funding referenced above, the parties 
understand and agree that the USAF will provide $39.9 million in FY03 Advance 
Procurement funding for FY04 CC-130J aircraft. The Contractor agrees to grant the 
Government an option to obtain FY03 USAF AP for FY04 USAF CC-130J aircraft in the 
amount of $39.9 million. The contract option for this Advanced Procurement funding 
shall be exercised within 90 days of contract award. If the option is not exercised and 
the $39.9 Million USAF AP is not provided by the expiration date the aircraft prices will 
be renegotiated. 

e. Any Contractor effort to obtain EOQ or AP described above prior to the 
Government’s purchase (option exercise) of these items is undertaken solely at the 
Contractor’s risk. If this contract is cancelled or terminated prior to the Government’s 
purchase of these items, the Contractor shall not recover any costs related to said 
Contractor efforts. The Government’s contracting authority for FY03 is presently limited 
to purchasing four (4) USMC KC-130J aircraft. 
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Email from Michael A. Reed, Lockheed Martin Chief Systems Engineer, C-130J, to Wayne Lee, 

February 7, 2005 



From; Reed, Mike A rniailto:mike.a.reed;Slmco.com] 

Sent: Monday, February 07, ZOOS 5:52 PM 

To: Lee, Wayne 


Subject: Data Delivery Policy Change 


Wayne, 


As a result of discussions today with the C-130J Directors, including the Director for 
Contracts, |om instructing you to withhold all requests for data to the SPO or anyone 
else that is considered Non-contractuai until requests are levied by a contracts letter. 
This policy will be followed until further notice and includes all ^Courtesy Copies^. 
Please remove all recently requested non -contractual data from the DAL and EDCS 
until a contracts letter specifically requesting them can be approved or unless 
approved by myself. 

This action has been taken because the recent fluey of informal SPO requests has 
exercised employees of LM Aero from Marietta to Ft Worth, Until further notice, 
there will be but one channel for information requests on the C-130J Program, and 
that will be by Contracts letter. 
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Appendix F 

“Technical Report on Criminal Vulnerability and Fraud,” Kenneth M. Pedeleose, David J. Bily, 
and Henry R. Hagel, Report to Congress, July 26, 2002, pp. 7-14 
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Department of Defense 


Technical Report on 
Criminal Vulnerability and 
Fraud 


A Report on Waste, Fraud, Abuse of Discretionary Authority, and 
Criminal Vulnerability for the Department of Defense, Defense Contract 
Management Agency (DCMA) and Lockheed Martin Aeronautics 
Company (LMAC) 

July 26, 2002 



Kenneth M. Pedeleose 
Industrial Engineer, DCMA 
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Section 1 

C-130J Acquisition Reform Pilot Program 

(The Beginning 

In 1994 the C-130J cargo airplane was deemed an Acquisition Reform pilot program where 
commercial practices were to be used in procurement processes. The intent was to reduce cost and 
have a militaiy aircraft consisting of parts readily available in the commercial market place. 

What this project has turned into is an aircraft that has more than doubled in price with spare 
parts prices exceeding anything reasonable. In short, the C-130J was a precursor of many future 
problems to come. To prove this point the C-130J cost escalation history is provided: 


C-130H 1995-1996: 

C-130J (First aircraft October 1995): 

C-130J (First 5 Year Contract) (1995 -2000): 
C-130J (Second 5 Year Contract) (2001 -2005): 
C-130J (Rumored prices, 2002) 


S30.160 Million 
$33.9 Million 

$44.2 Million - $49.9 Million 
$60.0 Million - $66.0 Million 
$73 MiUion 


The following items outline the C-130J history and are provided to show a Mure due to 
overextending Acquisition Reform from removing the controls necessary to contain cost and ensure 
ethical conduct. These items will also show the continued trend of excluding technical and financial 
experts from the process thus allowing further unbridled cost increases, among other issues. 

A. 1994 SAF/AQQU Report: On June 3, 1994 there was a Pentagon SAF/AQ report passed to 
our then Deputy Commander (Mr. Steve Shelley). The report is summarized as follows: 

- C-130J development was deemed overly optimistic. Costs over and above the estimates were to be 
charged to Independent Research & Development (IRAD) thus spreading development cost overruns 
into an overhead account forcing other programs (F-22, C-5, etc) to burden the cost. I confirmed this 
trend through a technical review of IRAD programs. 
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- The development estimate was based on Level of Effort (LOE) support. That is assigning 
personnel for a specific period of time. In summaiy, the passage of time took precedence over 
performance. I have noticed this on recent proposals as well. 

- Comparisons were done between the C-130J, C-130H, and C-130E models. Since the C-130Es are 
significantly older than the C-130Hs, it is understandable that the cost savings of C-130E versus C- 
130J would be greater than an H versus J model comparison, thus misrepresenting actual savings. 

B. Administrative Agreement (June 30, 1995): To avoid debarment as a defense contractor, 
LMAC agreed to allow access to its records (for a period of 3 years) to prove that they (LMAC) 
could be dealt with fairly. LMAC during this period continually denied access to records involving 
the C-130J, thus violating the administrative agreement. 

C. C-130J Regulatory Pilot Program Designation (September 19, 1995): In spite of several 
concerns regardin.g the C-i3QJ development, and LMAC actions ofthe June 30, 1995 administrative 
agre ement (Item B) to avoid debament, the program was designated as a C-130J Regulatory Pilot 
Program Designation. By doing this the government lost all insight into the C-130 operations. 

D. October 21, 1998 (Exclusive Meeting): Pentagon (SAF/AQ) scheduled a visit to LMAC for a 
C-130J program review. Part of the review was to determine the reason for the cost increase ofthe 
C-130J. The local DCMA Divisional Administrative Contracting OfBcer (DACO) and DCAA were 
invited for some of the sessions. 

It was suspicious when LMAC formerly excluded DCMA and DCAA (via memorandum) 
from a limited attendance (exclusive meeting) cost session. The LMAC memorandum indicated; we 
are not trying to hide anything, only preserve the commerciality of the program. This began a trend 
of openly excluding technical and financial personnel who are experts on LMAC operations and thus 
losing credibility in what should be open dialog conversations. Future actions will involve the 
exclusion of government persoimel who identify LMAC improper business practices (fraud). 

E: Letter of Temporary Exception (LOTE): The LOTE is a documentation mechanism that 
documents the contractual non-compliance of the C-130J. The illusive part of the LOTE is that 
aircraft are delivered with known shortcomings; however “on paper” lie aircraft is “delivered”. This 
is a misrepresentation of data because the C-130J is delivered, with some withholds, and however is 
not in usable form. 

F. Parts Rotation (Cannibalization): A disturbing issue at LMAC involves rotating parts between 
Aircraft to accomplish tests and inspections for the C-130J and F-22, There have been investigations 
which have indicated that since the government about the parts rotations, then no problem exists. 
Unseen problems include; 

- Combat readiness may be affected if parts shortages or field part rotations must occur, 

- Constant rotation increases wear of the parts. 

- Misrepresentation of commercial part readiness (lack of spare parts) 

- CoiKtant rotation may be a sign of high failure rates, thus effecting combat mission success 

- Rotating parts takes time and money, increasing end item cost. 
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To help remedy this situation, a process of pad locking aircraft and documenting serial 
numbers on certain avionics components has been initiated. The issue of commercialization (readily 
available anywhere - Commercial Off the Shelf (COTS parts)) may be misrepresented. 

G. Contractor Proposal Assessment Report (CPARs): The CPARs is used to evaluate contractor 
performance for future contractor awards. An event was recorded (March 27, 2000) where the 
government received training from LMAC on how to correctly fill out diese forms. This may 
represent a conflict of interest, and is provided for information reasons. 

H. Disclosures & Current Complaints: On April 5, 2000 1 disclosed a significant amount of 
information including test reports, e-mails, etc., to the DCIS (200000836R-27-MAR-00-20AT-E5) 
on the regarding the C-130J. This followed my experiences on the C-5PDM project, where LMAC 
and DCMA management were exhibiting a desensitized response towards waste, fraud, abuse, and 
safety and simply put I became tired of the situation. Samples of this information are as follows: 

- C-130J composite propellers structural integrity issues 

- Reduced FAA certification on C-130J baseline (thus reducing commerciality of the C-130J) 

- C-130J wiring issues 

- Color Multipurpose Display Units (CMDUs) burning out 

- Reprisal towards military personnel 

Having the benefit of time passage, updates can be provided as follows: 

- C-130J composite propellers experiencing stnictural cracks 

- LMAC may further reduce FAA certification thus increasing governments need to test and certify 

- The CMDU units may stUl be burning out. I have heard of field complaints and further 
investigations in this area. 

I will support investigations that develop, however, the commercial nature of the C-1 30J, and 
the fluid nature of LMAC management and accounting practices, makes status of any LMAC 
program difficult to impossible to track. 

Foreign Negotiations 
ataly C-130J) 

In late 1 996 through early 1 997 our office was requested, and funded, by the Italian 
Government to independently evaluate an LMAC contract proposal for 18 C-130J cargo Airplanes 
valued at over $1 BiUion. Italy was the first foreign government that requested DCMA assistance in 
the evaluation of a C-130J proposal and realized that DCMA could provide an independent cost 
analysis of the LMAC contract. 

The evaluation of the proposal was complicated by the commercial nature of the C-130J and 
LMAC’s extreme intransigence in providing supporting data. This further complicated matters due 
to fact that the Italian Government had to support their purchases through an independent accounting 
practice, which required substantiation for purchases of this magnitude. It was our task to provide an 
independent document and analysis that could be used by the Italian Government. 
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In short, the LMAC proposed price could not be substantiated based on historical factors and 
the limited information LMAC provided. Thus the final DCMA evaluation was forced to question 
the excessive cost and submit the report to the Italian Government for use in negotiations. 

Negotiations between the Italian Government and LMAC stalled due to the differences in the 
LMAC C-130J asking price versus the independent analysis (DCMA recommended price). 

Following this incident, LMAC complained that DCMA was interfering with LMAC 
establishing “commercial pricing” of the C-130J. In short, LMAC wanted to charge as much as they 
could for the C-130J despite the fact that a commercial price analysis indicated a lesser cost 

One major item of contention was the fact that the Italian Government did not recognize off- 
set costs that LMAC had included in their proposal. At one point Colonel Boylan (then DCMA 
Commander prior to Colonel Evans) indicated that he discussed the issue with Mr. Hanson (LMAC 
Executive Vice President) as to how DCMA could support the off set cost without calling them off 
set cost. The timeline begins at this point: 

January 17, 1997: Mr. Bily repotted Colonel Boylan’s actions to the agency Fraud, Waste, and 
Abuse Counsel for corrective action. The following are a list of Mr. Bily’s concerns as related to 
Colonel Boylan’s actions; 

1 . Interfering with official U.S . Government’ s Pricing Recommendation. 

2. Commander working with the contractor to hide costs. 

3 . Unethical conduct and relationship between Colonel Boylan and Mr. Hanson (LMAC Executive 
Vice President). 

4. Mr. Bily also requested a formal investigation to determine if Mr. Hanson’s actions are in 
violation of the administrative agreement LMAC signed in the fall of 1 995 where LMAC 
expressed interest in demonstrating that, notwithstanding the misconduct for which LMAC was 
convicted, Lockheed Martin can be trusted to deal fairly and honestly with the U.S. Government 
and that suspending or debarring Lockheed Martin from future government contracting is not a 
necessary protection in this case. 

February 12, 1997: Mr. Ryan (DCMA Division Administrative Contracting Officer (DACO) 
provided a letter to Colonel Boylan justifying the position of the pricing report submitted to Italy. 

March 17, 1997 : Mr. Ryan provided a letter to LMAC justifying the position of the pricing report 
submitted to Italy. 

March 28, 1997 ; Mr. Ryan again writes a letter to Colonel Boylan informing him that the price 
DCMA recommended was considerably higher than the price paid by the U. S. Air Force and that the 
DCMA recommended price could be set at the U.S Air Force price and LMAC could be made to 
justify anything above the Air Force Price. Mr. Ryan also stated that he conferred with legal counsel 
who conferred that no information should be released to the contractor without securing the 
permission of the Italian Government 
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The questioning of cost and disclosures made to Fraud Counsel may have embarrassed 
LNLA.C and DCMA management resulting in reprisal actions. One of these actions was Mr. Bily 
being removed as a point of contact for the pricing team. Reprisal actions against Mr. Bily are further 
outlined and explained in Section 6. 

For the record, there were never any adverse comments involving the analysis of the Italy 
report, or any proof that the results/conclusions were faulty or suspect. 

Italy Summary: LMAC and Italy agreed on a price which gave LMAC a large production contract, 
and provided the United States Government a brief respite from having to sustain the C-130 program 
through military budget add-ons. 

This should have been viewed as an Acquisition Reform success stoty which allowed the 
American people an additional $1 Billion to put towards education, health care,' infiastmcture (roads, 
bridges), the environment, etc., versus sustaining a military add-on program for C-130 airplanes not 
needed for several years to come. 

The contrary was true, and our efforts were not appreciated by DCMA management as 
became evident on the follow-on proposal to Norway and future disparate personnel actions. 


Foreign Negotiations 
(Norway C-130J) 

In late 1997 the government of Norway requested our assistance in the evaluation of their C- 
130J proposal, similar to that of Italy. The Norway proposal was for 6 C-130Js and some support 
equipment. 

LMAC applied significant pressure, efforts, and shear stubbornness to avoid independent 
review of their proposal. The LMAC stonewalling tactics prolonged the technical analysis, and may 
have been a contributing factor for LMAC losing the contract. The tkneiine of events si 5 )porting the 
Norway negotiation are as follows; 

August 8, 1997: Received advanced word that Norway will be requesting contract administrative 
services from our office (DCMA) for the purchase of 6 C-130J aircraft. 

September 8, 1997: Colonel Boylan (DCMA commander 1994-1998) infomied the government 
pricing team personnel that the company (LMAC) did not believe that DCMA had the qualified 
people necessary to do an adequate evaluation of the (LMAC) Norway proposal. Mr, Bily advised 
Colonel Boylan that he had not looked at the proposal as yet, however similar circumstances with the 
Italian proposal may occur where DCMA may recommend a price reduction. 

September 9, 1997: DCMA received authorization to begin work on the Norway proposal from our 
DCMA international office. 
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September 9, 1997: Mr. Ryan (DCMA. DACO) sent a letter to Headquarters Defense Command 
Norway identifying key points of contact for the pricing effort. Mr. Bily was included as a Price 
Analyst 

September 9, 1997: A meeting was held by Colonel Boylan (attended by Mr. Bill Ryan (DACO), 
Mr. Tommy Treat (ACO), Mr. Dan Lee (TAG Manager), Major Rob Cooney (C-130 Program 
Integrator (PI), and Mr. Dave Bily) to discuss the approach used to evaluate the (LMAC) Norway 
proposal. The thrust of the meeting was Colonel Boylan ’s attempt to direct the price analysis 
approach to support the company’s catalog price. 

Colonel Boylan indicated that the proposal should be evaluated based on the (LMAC) 
Foreign Militaiy Sale (FMS) price only. In short. Colonel Boylan was attempting to avoid a price 
reduction recommended on the Italian C-130J purchase by limiting the scope of the evaluation. 

Mr. Bily indicated that the FMS price could be used as a fourth alternative price however, 
should not be the only alternative since better information was available. Mr. Bily indicated that we 
should decline Norway’s request for evaluation of the C-130J proposal if we could not provide them 
the best possible information. At this time Mr. Dan Lee indicated to Mr. Bily that he (Mr. BUy) was 
in direct violation of an order by Colonel Boylan, and that he (Mr. Bily) should read his position 
description to understand what is expected of him (Mr. Bily). 

September 9 or 10, 1997: (Whistle blowing) Mr. Bily contacted our local Fraud, Waste, and 
Abuse Counsel (Ms Leigh Owens or Leslie Cook) and disclosed what he believed to be an illegal 
order and unethical conduct by Colonel Boylan. (Mr. Bily disagreed with the direction that Colonel 
Boylan wanted us to evaluate the (LMAC) Norway proposal.) Mr. Bily indicated that this is actually 
the second time he reported Colonel Boylan to the Fraud, Waste, and Abuse Counsel for unethical 
conduct involving our attempt to develop a fair and reasonable recommendation to our customers. 

September 10, 1997: Mr. Dan Lee e-mailed Mr. BUy and stated the following guidelines for 
evaluation of the LMAC Norway proposal: 

1 . Tommy Treat is the ACO. All Correspondence, both ways will go through him. 

2. The ASC (Aeronautical Systems Center) Contract FMS price is the Official U. S. Government 
price for the basic Aircraft. (Tommy will research the price and determine what it should be and 
what it includes.) 

3 . We will not request clarification of any information from LMASC. All requests will be made to 
the Norwegian government. 

4. We can make recommendations based on experience, except for the FMS price of the basic 
aircraft. 

5. All reports to Norway will be released by the Commander’s Office. 

This e-mail limited the involvement of Mr. Bily and Mr. Ryan (financial and pricing experts) 
from the process. 
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It can be further noted that the established Government FMS price is for a different aircraft. 

In short attempts were underway to ensure that LMAC’s price would not be challenged as occurred 
on the Italy negotiation. These actions substantiate a trend of not challenging the contractor 
(LMAC). 

September 15, 1997: A draft memorandum of record was issued describing what events have taken 
place to date concerning the Norway proposal. Mr. Bily had questions involving the accuracy of the 
letter. 

September 16 or 17, 1997: DCMC legal counsel Ms. Leigh Owens and Leslie Cook discussed 
concerns that the DCMC pricing team had with the Norwegian proposal. Both Ms. Cook and Ms. 
Owens supported our position and advised we could and should use any method we felt was required 
in our analysis for the Norwegians. As a result of this meeting. Colonel Boylan reversed his 
directions provided on September 9, 1997. 

September 16, 1997: Mr. Ryan sent an e-mail to Mr. Dan Lee indicating that he disagrees with the 
results of the meeting as reported (by Mr. Lee). Mr. Ryan questioned the following items: 

1 . FMS price, except when used as historical data, 

2. The need to go through Norway prior to contacting LMAC, 

3. The involvement of Mr. Tommy Treat versus himself (whom Norway has been dealing with all 
along), and 

4. The involvement of the commander in the pricing recommendation process. 

September 17 - November 7, 1997 (exact date unknown): Mr. Bily contacted the local Office of 
Special Investigation (OSI) (Mr. Frank Clemmer) to report problems encountered with the 
contractor’s pricing of the C-130J program under Acquisition Reform and the fact that the 
Government and Foreign Governments are expected to pay for contractor mismanagement. 

Mr. Bily disclosed how the contractor changes data points in their regression analysis to 
support the commercial price, and the fact that Colonel Boylan was involved in the pricing process of 
Italy and Norway to support the catalog price. Mr. Bily advised the OSI that he believes Colonel 
Boylan’s conduct was unethical and that Colonel Boylan’s involvement was interfering with the 
pricing recommendation being made to a foreign government who is paying for our services. 

October 23, 1997: Mr. Bily submitted his official pricing report ofNorway’s purchase of six (6) C- 
130J aircraft to the Contracting Officer, Mr. Tommy Treat. 

November 6, 1997: Mr. Bily was aware that the report he submitted was being revised by Colonel 
Boylan. Mr. Bily informed the Contracting Officer (Mr. Treat) that he could not concur with the 
rewrite of the original report submitted on October 23, 1997. Mr. Bily believed that the revisions 
removed the information necessary for Norway to negotiate, and the fact that the presentation of the 
numbers changed the content and recommendations made by the original report. 

November 7, 1997: The Contracting Officer (Mr. Treat) sent out Colonel Boylan’s final revision as 
the U.S. Governments position without identifying any reasons or justifications to the changes made 
to the original report submitted by the Price Analyst (Mr. Bily). 

13 
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This Document Contains Sensitive Data 


In suiranaiy, this pricing exercise depicted an event where the commander (Colone! Boylan) 
inteqected himself into negotiations (to the point of re-writing technical reports) to ensure LMAC 
wishes over the objections of his own personnel, and despite the fact that the Government of Norway 
paid for an independent pricing report. 

Italy/Norway Summary. The Italy and Norway projects verified that LMAC could not support C- 
1 3 OJ cost in a commercial market place, , This is evidenced by the fact that LMAC international sales 
have been abysmal. The attitude of LMAC in negotiations and the strenuous nature to which they 
protect their “proprietary” data for an unjustifiable price is a contributing factor to the poor sales of 
theC-130J. 

The C- 1 30J also clarified the involvement of DCMA management to effect positive outcome 
in favor of LMAC. When subtle attempts (such as restricting the technical information and analysis) 
failed, DCMA management resorted to a more direct approach of rewriting the technical report. The 
following section will show that the C-1 301 was not an anomaly but was a forerunner of more blatant 
fraudulent acts yet to come . 
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Appendix G 

Memo to Colonel Steve Busch (SAF/AQD) from Gene Elmore, Lockheed Martin Vice-President 
- Hercules Programs, October 21, 1998 
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LOCKHEED M A ft T I N 

Memorandum 


Date; Zl October 1998 

To: Coi. Steve Busch, SAF/AQD 

From; Gena Bmore 


Attadied is our proposed agenda for the C-1304 Review here in Marietta next week. 
We have induded your requested topics, Indudlng those programmatic issues which 
affect them, starting the afternoon of the first day. 

The cost information which vre siwiil agree to provide with the limited parfldpaSon 
discussed last Friday Is planned for start of the second day. 

The Rmited attendance cost discussion will indude you. M^or Stockman, and Mr. Claric 
-^m your team. As discussed, our intent is to provide information needed for you to 
compieta your assignment, with the agreement that it will oniy be used for this 
assfgnmerit. It will not be providea to DCMC or DCAA. arid you will contrei the 
information and only provide it to others wSi cur conoirrence. 

As I am sure you understand, vve are not trying to hide anything, merely attempting to 
preserve the eommerdafity of the program. 

We believe the facts vviil show that the commerdat item contract is a very good deal for 
the LfSG, and we hope that the program issues discussions vulil result in a win/win way 
forward for the tJSAF and Lockheed Martin. 

I would apprsdate your comments on the proposed agenda. I also .need insight into 
Mrs. Oruyun's plans for Friday so we can finalize that portion of the agenda. 

Gene Elmore 

Vice President — Hercules Programs 


Attachment 
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Appendix H 

Memo to Defense Secretary William Cohen fromU.S. Senator Tom Harkin, October 31, 1997 
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Appendix I 

Annual Report FY2003, Department of Defense, Director Operational Test and Evaluation, Air 
Force Programs, C-130J Airlift Aircraft, February 2004 
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2.60 J 


AIR FORCE PROGRAMS 


C-130J Airlift Aircraft 


T he C'ISOJ is a medium-range, tactical airlift aircraft designed primarily for the transport of cargo and personnel 

within a theater of operations. The cargo area can adapt to accommodate a combination of passenger, cargo, and/ 
or aeromedical airlift missions. Variants oftheC-130J are intended to perform missions such as weather 
reconnaissance (WC-130J), electronic combat (EC-130J), and aerial refueling (KC'I30J). The WC- 1301 is discussed in this 
report, the EC-130J is undergoing modification, and the ICC-i30Jis addressed in a separate report. 

The C- 1 30J is more than 70 percent new, relative to previous models. Significant differences include an advanced 
integrated digital avionics system, a redesigned flight station intended to facilitate a two-person cockpit, a new 
propulsion system intended to provide improved take-off, climb and cruise performance, and cargo handling system 
enhancements. 

Contractor developmental test and evaluation began in spring 1996, and as capability is added, will likely continue past 
2006. TheC-130J aircraft procurement is proceeding under a commercial acquisition strategy that entered a multi-year 
procurement in 2003. 

The Federal Aviation Administration (FAA) awarded a Type Certificate for a commercial version (Lockheed 3S2J, not 
produced or on contract) of the paper aircraft in 1998. However, significant military requirements were not included in the 
original FAA cenification, and the contractor has ooi maintained FAA certification of government-required deficiency 
corrections and modifications. This necessitates additional testing by the Aii Force and other U.S. government users. 

DOT&E designated the C-130J aircraft for LFT&E oversight in May 1995 and approved the Test and Evaluation Master 
Plan in July 1999, Threatsincludeman-portableairdefensesystems, surface-to-air missiles, anti-aircraft artillery, air-to-au 
missiles, rockets, and small arms. The C'I30J LFT&E vuberability reduction program addresses wing dry bay fire, 
composite propeller blade ballistic vulnerability, engme and engine bay fire, vulnerability to man-portable air defense 
systems threats, and mission-abort vulnerability. 

TEST & EVALUATION ACTIVITY 

The operational test program structure has been adjusted 
to accommodate the developmental test releases of 
software. Originally, one production representative version 
of software was to be released. Due to the immaturity, the 
software was released in increments - Block 5.1 , Block 5.2, 
and Block 5.3. Block 5.3.6 is an upgrade that integrates 
defensive systems operations with the mission computer. 

Block 5.4 is now designated the production representative 
version. Block 6.0 will include global air traffic management 
capabilities and Block 7.0 is undefined at this time. 

Qualification Testing for mission software Block 5.3.6 is 
currently in test. Operational testing of Block 5.4 is 
scheduled for late CY05 Block 5.4 will contain some 
correction of previously documented deficiencies, but 
many fixes will not be addressed until Version 6.0 and 
Version 7.0 are installed in the FY06 and FY08 timeframes, 
respectively. The operational test plan is being revised to 
reflect the current structure of the test program. 

The C- 130J LFT&E Vulnerability Reduction Program (VRP) 

Phase 2 (composite blade testing) completed fatigue testing 
ufballisticaily damaged propeller blades dunng2003. VRP 
Phase 4 (engine nacelle fire suppression system testing) 
test planning and test article manufacturing began in 
July 2003. 

239 



The C-130J is a medium-range, tactical airlifl aircraft 
designed primarily for the transport of cargo and 
personnel 'Within a theater of operations. 
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AIR FORCE PROGRAMS 


TEST & EVALUATION ASSESSMENT 

C-130J 

Major issues confronting the C-I30J program include funding of logistics support and training systems; hardware, 
software, and technical order deficiencies; manufacturing quality; subsystem reliability; failure to meet required measures 
of system effectiveness and suitability; and resolution of documented deficiencies. 

Due to system immaturity, operational testing was initially segmented into three phases of testing: Phase 1 A, Phase IB, 
and Phase 2. Phase 1 A evaluated the ability of the aircraft to be used to train pilots. Phase IB evaluated the aircraft's 
ability to perform the air/iand mission. Phase 2, planned for FY06, will evaluate the ability to perform all missions to 
include airdrop. Based on the evaluation of test results conducted from Phase I A and Phase IB, the aircraft is not 
operationally effective. The airdrop mission cannot be evaluated until deficiency corrections are implemented and the 
developmental tests are completed in FY06. Aircrew workload issues, software discrepancies, and cargo loading and 
constraint requirements are still major issues. The using commands (United States Air Force, Air Force Reserves, and Air 
National Guard) are unable to verify manpower requirements to field this system until the crew workload evaluation is 
complete. 

DOT&E determined that the aircraft is not operationally suitable. The evaluated reliability, maintainability, availability, 
and logistics supportability during Phase IB were below operational requirements. Deficiencies were noted with on- 
aircraft integrated diagnostics and fault isolation systems, portable maintenance aids, maintenance technical orders, and 
the availability of spare parts. Additional contractor field service representatives are required to assist in the 
maintenance of the aircraft for the foreseeable ftiture. 

Although hardware and software modifications in Block Upgrade 5.3 showed improved navigation functions, flight 
displays, technical publications, and reduced nuisance faults, a large number of deficiency reports remain open that need 
to be resolved to achieve operational capability that is equal to the current C-130E/H fleet. An executable plan 
delineating deficiency correction with adequate funding that will result in an operational capability has not been 
formulated. Without an executable plan, the units with aircraft that have already been delivered and those that will 
receive additional aircraft prior to the correction of documented deficiencies are unable to perform the full range of 
essential combat delivery functions. 

Assessment of the live fire VRP ballistic testing of the C- 1 30J composite propeller blades awaits completion of the 46'*' 
Test Wing live fire test report. Test facility limitations narrowed the realism of the testing. The test facility was unable to 
support ballistic testing of dynamically rotating propellers. As a result, ballistic testing was accomplished on stationary 
blades with fatigue testing of the damaged blades conducted separately after the ballistic testing was complete. 

WC-130J 

Four major issues confront the weather recormaissance aircraft. The radar cannot perform the hurricane reconnaissance 
mission, continuous satellite communication is not achieved, there is propeller deiaraination, and fiiere is excessive 
vibration in the auxiliary crew member’s station. 

The low-power color radar was designed as a weather avoidance radar, but it was installed in the WC-ISOJ to perform the 
weather penetration mission. The radar does not support operational requirements for the weather mission. The program 
office has developed a plan to correct this deficiency. Additional software modification tests were planned for late 2003 
(storm season), but testing was not accomplished due to software deficiencies. Hardware modifications will be tested 
approximately 26 months after the contract is awarded. Initial operational capability may be no sooner than FY06. Since 
the WC-130J cannot perform its primary mission, the correction of this deficiency is critical. The secondary' impact is that 
the ten older WC-130H models that currently perform the mission were to be converted to aerial refueling tankers and 
transferred to Air Combat Command. That will not occur until the WC-130J is fully operational. 

A proposed fix to the propeller deiamination problem has been installed on test aircraft. Data are currently being 
collected by the Air Force Reserves. The fix must be tested in a hurricane environment. 
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I would like to thank Chairman McCain and all the members of the Subcommittee for this 
opportunity to provide written testimony for the record. POGO commends the Subcommittee for 
holding hearings on contract reforms that have subjected taxpayer dollars to potential waste, fraud, 
and abuse. Undoubtably, the Druyun/Boeing tanker fiasco has created a real ground-swell in 
Washington circles to review conflict of interest and procurement integrity issues. As a result we 
have heard of unprecedented investigations by the Defense Criminal Investigative Service of senior 
procurement officials who have gone to work for defense contractors, as well as the creation of the 
“Procurement Fraud Working Group” by U.S, Attorney Paul McNulty. 

I am the Executive Director of the Project On Government Oversight (POGO) which 
investigates, exposes, and seeks to remedy systemic abuses of power, mismanagement, and 
subservience by the federal government to powerful special interests. Founded in 1981, POGO is 
a politically-independent nonprofit watchdog that strives to promote a government that is 
accountable to the citizenry. In the beginning, POGO (which was then known as Project on Military 
Procurement) worked to expose outrageously overpriced military spending such as the $7,600 coffee 
maker and the $436 hammer. After many successes reforming the military, POGO expanded its 
mandate to investigate systemic waste, fraud, and abuse in all federal agencies. 

This testimony combines our unique position in the defense and contract oversight program 
areas. In the recent past POGO has exposed problems with Department of Defense (DoD) weapons 
systems, problems with the revolving door between the federal government and its top contractors, 
and numerous problems by so-called procurement or acquisition “reforms,” including lack of 
competition, reduced oversight, and the elimination of transparency. I would specifically like to 
highlight two reforms that are very problematic; “commercial item” acquisitions and “other 
transaction authority” (OTA) - two contracting vehicles that are highly favored by government 
contractors. 

POGO is 100% behind the concept of the government buying truly “commercial” goods and 
services. The commercial marketplace provides genuine checks-and-balances and therefore provides 
competition and lower prices. The problem arises in instances when the government is stretching 
the definition of “commercial” to include non-commercial items. In such cases, checks-and-balances 
are missing, as well as the contracting controls that provide the government with the ability to protect 
taxpayer dollars. 

With regard to OTA, POGO concludes that their creation was based on a fallacy. Congress 
was lead to believe that hordes of “non-traditional" contractors who were afraid of go vemment red- 
tape were clamoring to bring the government innovative good or services. OTA was created to 
welcome these new businesses into the government contracting fold. Well, the hordes never eame. 
Instead, we are left with a system without contracting controls, and billions of dollars being awarded 
to'Traditional” contractors who were already selling goods or serviees to the government. Although 
government statistics show that a few “non-traditional” contractors have stepped forward, those same 
reviews indieate that as much as 97% of OTA funds are going to traditional contractors. 
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“Commercial Items” 

Federal Acquisition Regulation (FAR) Part 12 governs the “Acquisition of Commercial 
Items” - items that are believed to be subject to competitive market forces. The purpose of such 
acquisitions is to reduce acquisition time, rather than paying contractors to develop unique items for 
the government’s use. “For example, contracting officials may reduce the time needed to solicit bids 
and award contracts by combining certain steps in the solicitation process, using streamlined 
evaluation techniques, and eliminating certain administrative requirements.”' The use of the 
“commercial item” contract vehicle is based on the premise that there is a “commercial" market for 
the desired goods or services." Unfortunately, DoD has stretched the definition of "commercial 
item” and even went as far as to permit the purchase of items that do “not meet the definition of 
“commercial item.”' 

Problems with “commercial item” purchases, however, date back many years. A March 1983 
GAO report stated that “commercial item descriptions” (CIDs) were expected to maximize “the 
reliance on commercial packaging, packing, and marketing,’”' thereby increasing “competition and, 
as a result, decreas[ing] costs.”* GAO noted, however, that CID purchases require “established 
commercial market acceptability, using recognized industry standards, instead of Federal 
specifications or standards, when ever possible, and requiring manufacturers to certify that the 
products they are selling to the government are the same as those in the commercial market place.”* 

To encourage such deregulation contractors argued that a “commercial” market ensures 
reasonable pricing. In practice, however, there are many inherent problems created when the 
government purchases goods or services using the “commercial item” contract vehicle. Through the 


' GAO, Federal Procurement: Federal Procurement Spending and Workforce Trends, 
GAO/NSIAD-99-90, August 2003, at p. 17. 

" 41 U.S.C, § 403(12) (defining “commercial item”). See 10 U.S.C. § 2376 (defining 
“commercial item”); FAR 2. 1 0 1 (b) (defining “commercial item”), FAR 12. 1 0 1 (a) (“Conduct market 
research to determine whether commercial items or nondevelopmental items are available that could 
meet the agency's requirements.”), and FAR 12.201 (“Public Law 103-355 establishes special 
requirements for the acquisition of commercial items intended to more closely resemble those 
customarily used in the commercial marketplace.”). 

' DFARS 212.7002-1 (allowing “commercial item” contracts to be used for follow-on 
contracts after use of other transaction authority). 

' GAO, Assessment of the General Services Administration 's Use of Commercial Item 
Descriptions, GAO/PLRD-83-43, March 3, 1983, at p. 2. 


’ Id. at p, 1. 
* W. at p. 3 , 
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Federal Acquisition Streamlining Act (FASA)^ and the Clinger-Cohen Act,* “commercially” 
available items are exempted from much procurement oversight, such as the Truth in Negotiations 
Act (TINA) regulations, Cost Accounting Standards (CAS), cost or pricing data requirements, and 
audit access for examination of contractor records by the GAO or defense auditing agencies.* That 
problem is compounded by the government’s loose definition of "commercial," permitting “non- 
commercial items” to be labeled as “commercial items.” Similarly, items under the loose definition 
can be merely "of a type" sold to the public, rather than a product that actually is sold to the public.’* 

The DoD Inspector General (DoD IG) noted that the loose definition of commercial items 
"qualifies most items that DoD procures as commercial items," with the result that: "This opens up 
a major loophole for sole-source vendors to charge prices that cannot readily be evaluated for 
reasonableness. This concern will continue to grow as more companies merge and the aerospace 
industry becomes more of a sole-source environment."” 

For instance, the C-130J military transport aircraft has been sold to the government as a 
“commercial item.” While not a single sale was ever made to civilians, oversight was loosened. 
The DoD IG has stated: “The Air Force conditionally accepted 50 C-130J aircraft at a cost of S2.6 
billion even though none of the aircraft met commercial contract specifications or operational 
requirements.”'^ The IG’s report also said: 

The commercial acquisition strategy was unjustified, the Air Force did not properly 
manage the program, and the Office of the Under Secretary of Defense for 
Acquisition, Technology, and Logistics did not provide effective oversight. The Air 
Force bought the C-130J as a commercial item needing minor modification, but in 
the 8 years since the Air Force began contracting for the C-130J, Lockheed Martin 
has been unable to design, develop, or produce a C-130J aircraft that meets contract 


* P.L. 103-355, sections 8104 and 8203, October 13, 1994. 

* Clinger-Cohen Act o f 1 996 (formerly called Information T echnology Management Reform 
Act (ITMRA), DivisionE, National Defense Authorization Act for FY 1 996 (P.L, 104- 1 06, February 
10, 1996). 

*5’eeFAR 12.102(f)(2) and 15.403-1. There is a debate over whether government audits can 
be conducted. A problem exists, however, because contractors supplying “commercial items” do 
not supply the government with cost or pricing data and therefore the auditors do not have data to 
verify. 


'“FAR 12.101 and DoD Directive 5000.2-R3.3, 1.1 (“Commercial and Non-Developmental 
Items”). 


DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
iV0003S3-93-G--M7;i, Report No. 98-064, June 24, 1998, at p. 14-15. 

DoD IG, Acquisition - Contracting for and Performance of the C-I30J Aircraft 
(D-2004-I02), July 23, 2004, at p. i. 
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specifications. In addition, the Air Force did not determine whether the commercial 
version of the C-130J met the operational requirements before procuring the 
aircraft. 

This “commercial” designation on the C-1 30J prompted Senator Tom Harkin (D-IA) in 1 997 
to fire off a letter of protest to Secretary of Defense William Cohen: 

How can Atlas rockets and C-130J aircraft be considered “commercial” items? 
Obviously, these are not items found in the commercial sector. More importantly, 
they are not items that are priced due to the forces of supply and demand. Items 
bought solely or primarily by the federal government should not fall under the 
“commercial” definition. 

With oversight regulations waived, the cost of wiring harnesses on the C-130J increased by 
five times their original price after the aircraft was designated “commercial,” going from $91 to 
$453. The GAO offered this spare part price-hike as a real-world example of the difficulty involved 
in making the transition from pricing goods and services based on costs incurred to an ineffective 
commercial model in which factors other than cost are the principal means used to establish prices. ''' 

Similar government attempts were made to classify the C-1 7 cargo plane as a “commercial 
item.” While at theU.S. Air Force, Darleen Druyun was a staunch supporter of the December 2000 
proposal to acquire additional C-17 cargo aircraft while sidestepping financial oversight for Boeing. 
While the acquisition proposal would have been a financial bonanza for Boeing, it would have 
ultimately put billions oftaxpayer dollars at risk. By categorizing such an item as “commercial,” the 
government would have bypassed important pricing oversight controls that are only intended to be 
lifted for items that are truly “commercial” and whose prices are set by free market forces. A $232 
million outsize cargo carrier with 173,300 lbs. capacity is clearly not a mass-market item that is 
su fficiently affected by the free market. Many other "commercial items" are purchased by the public, 
but with such low frequency that prices are by no means determined by tlie free market. 

Generally, auditors are prevented from obtaining cost or pricing data on “commercial items.” 
In a memorandum obtain by POGO, the extent to which contractors want to avoid showing cost data 
to government auditors is laid bare. In preparation for an Air Force visit, a Lockheed Martin official 
wrote: 


Attached is our proposed agenda for the C- 1 30J. 

* * * 


Id. at ii. 

Statement for the Record, Henry L. Hinton, Jr., Assistant Comptroller General, National 
Security and International Affairs Division, General Accounting Office, before the House Committee 
on Government Reform, Subcommittee on Government Management, Information, and Technology, 
Federal Acquisition: Trends, Reforms, and Challenges, GAO/T-OCG-00-7, March 16, 2000, at p. 
10 . 
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The cost information which we will agree to provide with the limited participation 
discussed last Friday is planned for the start of the second day. 

The limited attendance cost discussion will include you, Major Stockman, and Mr. 

Clark from your team. As discussed, our intent is to provide information needed for 
you to complete your assignment, with the agreement that it will only be used for this 
assignment, it will not be provided to DCMC or DCAA [Defense Contract 
Management Command or Defense Contract Audit Agency] , and you will control the 
information and only provide it to others with our cdhcurrence. 

As I am sure you understand, we are not trying to hide anything, merely 
attempting to preserve the commerciality of the program.'^ (Emphasis added.) 

One DoD auditor-tumed-whistleblower who worked at the C-130J plant in Marietta, Georgia, spent 
months researching the cost of the “J” model, but was frustrated by his attempts to determine an 
actual, and fair, price for the aircraft. The auditor, Ken Pedeleose, said in a report to Congress that 
in June 1995 when the government designated the C-130J a “Regulatory Pilot Program,” it “lost all 
insight into the C-130 operations.” 

In 200 1 , the DOD IG released a report that criticized the use of “commercial item” purchases, 
concluding: 

The Office of the Under Secretary of Defense for Acquisition, Technology, 
and Logistics and the Defense Advanced Research Projects Agency have made 
different attempts over the last 3 years to inappropriately use FAR Part 12 contracts 
to acquire applied research. The lack of a commercial market and established catalog 
and market prices for applied research, and difficulties in determining fair and 
reasonable prices for services that do not exist in the marketplace makes the use of 
commercial item contracts for applied research inappropriate.'* 

In 2000, Donald Mancuso, the DoD Deputy Inspector General, testified before Congress 
regarding the problem with “commercial item” purchases, stating: 

In early 1998, we began issuing a series of audit reports on prices paid for aviation 
spare parts and equipment. As you may recall from your hearings at the time and 
intermittent publicity since, we found that prices paid under new, commercial type 
contracting arrangements were considerably higher than was the case when the same 


Gene Elmore, Lockheed Martin, Memorandum to Col. Steve Busch, SAJ/AQD, October 
21, 1998, atp. 1. 

DoD IG Report, Use of Federal Acquisition Regulation Part 12 Contracts for Applied 
Research, ReportNo. D-2001-051, February 15, 2001, at p. I. 
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items were procured previously under “traditional” Defense contracts or ordering 

agreements.” 

Before the curtain completely fell on access to “commercial” purchase data, the government 
was able to compare spare parts prices under the new “commercial item” designation to early data 
that had been supplied to the government. In its 1999 report, the DOD IG found that AlliedSignal 
had overcharged the government for spare parts by as much as 6 1 8%. '* The irony is that these parts 
were bought under the new, much-touted "commercial" price system promoted by the Clinton 
Administration and Congress. The only way that the outrageous overcharging came to light was 
because the government still had pre-FASA and pre-Clinger-Cohen Act data to compare the old 
prices with the new “commercial” prices. POGO suspects that the same overcharges would be 
revealed in current “commercial items” if government auditors have access to cost or pncmg data. 

According to the January 1999 investigation by the DoD IG:” 

• The government "paid Allied prices that were higher than fair and reasonable in FYs 
[Fiscal Years] 1996 and 1997 when compared to the noncommercial prices paid to 
Allied in previous years." The parts included items such as gearshafts, wheels, nuts, 
bearings, seals, filters, and valves. 

• The Defense Department "paid a 54.5 percent premium for commercial parts from 
Allied" - in other words, were overcharged by more than 50%. 

• For parts that AlliedSignal did not even make itself, but merely bought from original 
manufacturers or dealers and then sold to the government, some items were variously 
marked up by as much as 294%, 325%, and 618%. 

• The Defense Department paid an even higher average markup in Fiscal Year (FY) 
1997 (60.1%) than it did in FY 1996 (45.8%). It appears that in this case an 
Acquisition Reform "learning curve" is not being realized. 

• Defenders of the acquisition system argue that the government paid higher prices 
because the prices included more stocking services - but the Defense Department 
failed to use the services. 

The DOD IG report blacks out the names of speci fic spare parts that were grossly overpriced. 
Although contractors routinely claim such information is "proprietary," the real effect is that the 


” Donald Mancuso, Deputy Inspector General Department of Defense, Statement made 
before the Subcommittee on Readiness and Management Support of the Senate Committee on 
Armed Services on Defense Acquisition, April 26, 2000, at p. 9. Hereinafter Mancuso Statement. 

'* DoD IG, Commercial Spare Parts Purchased on a Corporate Contract, Report No. 
99-026, January 13, 1999, p. 12. 

’’W. atp. I-IO. 
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public cannot easily find out how much they are overpaying for items they might recognize. 

The IG report on AlliedSignal followed 1998 IG reports of overcharging under "commercial" 
contracts with Boeing and Sundstrand corporations. The earlier reports (see "Acquisition Deform: 
A Study in Hasty Deregulation," Project On Government Oversight Alert, October 1 997) found that: 

• Prices were inflated by more than 1,000 percent on a variety of spare parts. For 
example, the Boeing price for a commercially-available S24.72 "spoiler actuator 
sleeve" was $403.39 - a markup of 1,532 percent.^® 

• Sundstrand billed the government S6. 1 million for parts that were worth only $1.6 
million.^' 

■ Boeing charged $5 million for parts that were worth $3.2 million in the competitive 
market.” 

• A contractor charged $76 for 570 screws.” 

• Another contractor charged $714 for an electric bell worth $46.68.^"' 

The IG’s 1998 report found that higher prices were paid for "commercial" items than had 
been paid earlier because:^’ 

• Although Acquisition Reform allowed the Sundstrand items to be purchased under 
loose "commercial" item inles, in fact "there was no competitive commercial market 
to ensure the reasonableness of the prices"; 


DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Parts, 
Report No. 98-088, October 13, 1998, at p. 17-18. 

DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
N000383-93-G-M1 1 1 , Report No. 98-064, February 6, 1998, at p. 12. 


DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Parts, 
Report No. 98-088, October 13, 1998, at p. 8. 

Department of Defense Authorization Ace for Fiscal Year 1999 Report on Authorizing 
Appropriations, Senate Armed Services Committee, Rpt. 105-189, and “U.S. Senate Panel Tells 
Pentagon to Stop Parts 'Pricing Abuses,’ " Tony Capaccio, Bloomberg Business News . May 29, 
1999. 


DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
N000383-93-G-M] 11, Report No. 98-064, June 24, 1998, at p. 8. 
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• Sundstrand "refused to provide DLA [Defense Logistics Agency] contracting officers 
with 'uncertified' cost or pricing data for commercial catalog items"; 

• Items were defined as commercial as long as they were merely "offered for sale, 
lease, or license to the general public" (emphasis added); and 

• In the Boeing case, 

"contracting officers accepted Boeing commercial catalog prices as 
fair and reasonable without adequate support for price 
reasonableness, even when DoD was the 'primary' customer procuring 
significantly larger quantities than other commercial customers and 
there was no competitive commercial market to ensure the price 
integrity. The contracting officers made no attempt to exert the 
leverage that a major customer ought to be able to exert to negotiate 
significant discounts, as is common commercial practice."’* 

The purchase of “commercial items” under FAR Part 12 is on the rise. Since FY 2000, 
contract award dollars and actions have been on the rise. According to GSA’s FY 2004 report, the 
government conducted 367,654 “commercial item” purchases totaling more than S50 billion.^’ In 
addition, “commercial item” purchases have increased in all categories. The chart below illustrates 
the increases in both government-wide and “commercial item” purchases. 



All Contracts’* 

“Commercial Items’’^* 

Fiscal Year 

Dollars in 
Billions 

Actions 




2004 


1,661,506 

$50 

367,654 

16% 

2003 



$62 

443,273 

22% 

2002 

$234 

672,171 

$47 


20% 

2001 

$215 

563,014 

$40 

185,315 

19% 

2000 

$203 

519,780 

$31 

135,836 

15% 


DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Parts, 
Report No. 98-088, October 13, 1998, at p. 17. 

GSA, Federal Procurement Data System, Total Federal Snapshot Report, Actions Reported 
From October 1, 2003 to September 30, 2004, date generated January 17, 2005. 

’* GSA, F ederal Procurement Data System, Total Federal Snapshot Reports FY 2000 through 
FY 2004. 
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Not only is the increased use of the “commercial item” contracting vehicle troublesome, but 
the Acquisition Reform Working Group (ARWG), largely made up of defense contractors, stated 
in its 2005 Legislative Agenda that it must continue to “push the envelop” regarding the 
government’s use of “commercial items” purchases. As may be expeeted, ARWG’s legislative 
agenda is complete with pro-contractor provisions that severely reduce or eliminate taxpayer 
proteetions - protections that allow agencies to oversee and audit government contracts. POGO’s 
preference is that the “commercial item” designation is only used for goods and serviees whose price 
is set by the genuine “commercial” marketplace. 

Other Transactions 

“Other transaetion authority” is a term commonly used to refer to the DoD’s authority to 
enter into transactions (OT agreements) other than contracts, grants or cooperative agreements.™ 
DoD has temporary authority to award such agreements in certain circumstances for basic, applied, 
and advanced research projects.^' Its authority was expanded to allow the Director, Defense 
Advanced Research Projects Agency (DAlRPA), to enter into OT agreements to carry out prototype 
projects that are directly relevant to and weapons or weapon systems proposed to be acquired or 
developed by DoD.™ OTA is a customized agreement rather than contracts that can be specifically 
tailored based on the government’s needs.™ The inherent problem, however, is that rather than the 
government controlling what it needs, the OTA contractors are placed in the powerful position of 
saying “here’s what we will do for you.” 

"Other Transactions" acquisitions generally are not subject to the federal laws and regulations 
governing procurement contracts. Therefore, OTA is exempt from the usual contracting controls and 
oversight mechanisms set forth in contracting statutes, the FAR (in particular Truth in Negotiations 
Act (TINA) regulations and Cost Accounting Standards (CAS), DFARS, audit access for 
examination of contractor records by the GAO or defense auditing agencies, and Small Business Act 
requirements for small business participation.” Mirroring the intended reasons behind “commercial 
items,” OTA was created to lure non-traditional defense contractors to bring innovative ideas to the 


™ 10 U,S.C.§ 2371(a). 

™ DoD Annual Report on Cooperative Agreements and Other Transactions Entered into 
During FY2002 Under 1 0 USC 23 71 , no date provided, at p. 1 . 

™ Mancuso Statement, at p. 15. 

™ Congress has granted the Department of Homeland Security, NASA, and the Department 
of Transportation with OTA. 

” Statement of Eleanor Hill, Inspector General Department of Defense, For the 
Subcommittee on Readiness and .Management Support Senate Committee on Armed Services 
On Acquisition Reform in the Department of Defense, March 17, 1999, at p. 16. Hereinafter Hill 
Statement. 
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govemment.^^ The numbers do not support the government intent, however, with 72% of the 
research and 97% of the prototype OTA funding going to traditional DoD contractors in the late- 
1990s. Now we are hearing a new explanation for OTA — that the primary benefit to contractors 
is that they can fully protect their intellectual property rights. In addition to the elimination of 
contracting controls, the companies that enter into OT agreements retain their ability to make a 
dollar from programs that were funded by Uncle Sam. 

Soon after DoD started using OTA, the DOD IG began documenting problems with those 
acquisitions. In 1998, the DOD IG reported on problems for 28 OT agreements awarded by 
DARP A.^’ One recommendation was for better monitoring of the actual costs against the funds paid 
and inconsistencies with audit provisions.^* One year later, the IG reiterated concerns with OTA, 
stating: 

DoD officials did not receive adequate expenditure reporting needed to monitor 
“Other Transaction” efforts, did not adjust milestone payments when needed, 
forfeited interest, and did not receive final research reports. The underlying causes 
were the lack of management guidance, and a lack of quantifiable performance 
measures to assess costs and benefits. The Department has issued additional 
guidance, but establishing the performance measures has been difficult for the 
Department. 

+ + » 

Given the inapplicability of traditional controls to “Other Transactions,” we 
believe that if this authority is extended to billion dollar production runs of 
equipment, additional scrutiny of pricing for sole-source items will be needed to 
protect DoD and taxpayer interests. In these cases, the Department should require 
access to cost or pricing data, plus audit access for the Defense Contract Audit 
Agency, in order to ensure fair prices.*’ 

In 2000, the DoD Deputy IG Donald Mancuso pleaded with Congress to reign in OTA, 
testifying that “Congress may consider legislative proposals for other transactions this year. Given 
the inapplicability of traditional controls to other transactions, any expansion of the authority for 


** Under Secretary of Defense for Acquisition, Technology, and Logistics, "Other 
Transactions " (OT) Guide for Prototype Projects, January 2001, at p. 11. 

Mancuso Statement, at p. 15. 

*’ Hill Statement at p. 17. 

**/«/. atp. 16-17. 

”/rf. atp. 18-19. 
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other transactions should provide the needed protections both for the Department and the American 
taxpayers.”'"’ 

Two major DOD acquisitions have come rmder OTA status: missile defense and Future 
Combat Systems (FCS) programs. As stated above, these programs are shielded from normal 
contract oversight mechanisms and proceed virtually unregulated. The real issue is what are we 
getting for our dollar. 

On January 2, 2002, Secretary of Defense Rumsfeld issued a memorandum regarding the 
direction of the missile defense program. That memorandum included a directive staling that “to 
encourage flexibility acquisition practices, 1 delegate to the Director, MDA, authority to use 
transactions other than contracts grants, and cooperative agreements to cairy out basic, applied, and 
advanced research.’"*' 

hr 2002, DARPA started awarding “other transactions” for development work for the Future 
Combat Systems (FCS) program. Although only $20 billion awarded, the total value of the FCS 
program is believed to run as high as $120 billion. That makes the FCS program the largest OTA 
purchase to date. Army officials have countered by claiming that FAR provisions apply to the FCS 
program. That statement is misleading in the sense that OTA is not subject to the FAR. Last year, 
however, DoD finalized FAR-likc regulations for “other transactions” for prototype projects, 
although none of those regulations offered oversight controls that protect federal funds (i.e., TINA 
and CAS). 

POGO is concerned that both the missile defense and FCS programs are ripe for abuse and 
the use of OTA truly eliminates protections of hundreds of billions of taxpayer dollars. The OTA 
mechanism waives many of the financial oversight requirements of typical contracts for goods or 
services with the aim of attracting so-called non-traditional" defense contractors. "Other 
transactions" allow contractors to avoid taxpayer protections and transparency requirements in the 
contract statutes and regulations, which provide protections to ensure fair and reasonable 
procurement prices. OTA, however, is exempt from those protections and can exempt a defense 
contractor from undergoing government audits or providing the federal contracting agency and 
government auditors with access to the contractor's pertinent records, 

RECOMMENDATIONS 


"Commercial Items 

1. Restore the definition of "commercial items" to those actually sold to the general 
public in significant quantities, rather than the current loosened definition: an item 


‘"’Mancuso Statement, atp. 16-17. 

Secretary of Defense Donald Rumsfeld, Memorandum for Deputy Secretary of Defense 
Secretaries of the Military Departments et al.. Missile Defense Program Direction, January 2, 2002, 
attachment at p. 2. 
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not necessarily sold to thepublic, but merely "offered for sale," or "of a type" offered 
for sale. Today, some "commercial items" never actually experience sales to the 
public, allowing the defense contractors that produce them to charge exorbitant 
amounts while pretending that a competitive commercial market is keeping prices in 
line. Such items should not be exempt from the usual oversight (TINA and CAS); 
and 

2. Stop the proposed rule on use of Time and Material and Labor Hour (T&M and LH) 

contracts using so-called "commercial item” FAR Part 12 provisions. This attempt 
is just another way of reliving contractors from oversight on flexibly-priced contracts. 
T&M and LH contracts could still be used, but they would have to include traditional 
oversight clauses, which FAR Part 12 prohibits. 

Other Transactions'. 

1 . Restore the original intent to bring iimovations to the public from non-traditional 
government contractors, rather than throwing billions of dollars with no oversight 
controls to the government’s top vendors (i.e., prohibit any contractor who has 
accepted a FAR contract from being eligible to receive an OTA); and 

2. Renegotiate such agreements under contracting vehicles that provide taxpayer 
protections {i.e., FAR Part 15). 

General Contract Reforms'. 

1 . Increase competition - especially for Indefinite Delivery/Indefinite Quantity (ID/IQ) 
contracts (e.g., GSA schedules, Govemmentwide Acquisition Contracts (GWACs), 
and other multi-agency contracts); 

2. Increase oversight for flexibly-priced contracts (e.g., cost-reimbursement contracts, 
incentive-type contracts, and T&M and LH contracts); and 

3. Increase transparency — by requiring all opportunities (unless there is a security 
exception), and regardless of how phrased (e.g., contracts, orders, Blanket Purchase 
Agreement (BPAs), task or delivery orders under schedules GWACs, etc.) to be 
posted to Fed Biz Ops. 
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FSS8S?-®<|aDM 

ABBchmaftf i 

23. far S2XI7-3-«CanRella!lonUMerMuttlyaar Contracts (Oe( 1997) 

a. The dause at FjAR SZ.217-2, CanaafeSan Uotfer MuHiyear Contrads {Oct 1997) 
is incorporaCsd by refebncs and is hereby amended asibflaitis: 

(1) Paragiubhs (a), (ej. (d), and (e) are ddeted and replacsid with the 
foBawins: 

(a) "Qancdiatfon.* as used h this ciausa, means that tfie Govemmart 
is csicdra its fequtremsnts ftar aH suppGes or servicBs in pregram yaais 
subsequent to that n whUi nodes of canceUabon is prawidsd. CaatoeRatian 
shaRocetr by the date or witbto toe time period ^redfied in toe Multiyear 
Contract fHmdtns clause, untess a later d^ is agreed to. The Contraetteg 
Officer nodiy toe Cendaetor if funds are net available for cuntraei 
performahoe for any subsequent program year. 



If cancellation under tote dausa occurs, the contractor wai be paid 
an charge not over toe canceilaifon ceiling specifled In toe 
Ceiliiig datwe of this cenbact as appliaUe at toe time of 
PrDducGbri effort for me deltvtey plan c^ted out in tots 
included within toe eaneeilaiian ceding. ^Subject to mquneci 
toe ccHitraotor may instode recurring ooste Chat were 
iltairred prior to canoaOBlian. m toe event the concraet is 
tha contractor wiO be required to provtos sufficient support to 
that Its canctelatian proposal daimed costs, Including any 
reairTtogleftort oasts efaitned, ware reasonably tecurred to raflest toe 
percenter of toe work performed prior to cancaHafion. The emit ra c to r 
fortoer agrees that its daimed canceRarion charges shall not inctode any 
amount paid Ihe con fox ior, and wiB not include anticipated profit 

on toe uriperforimad porlian df the cancelled vrortc. 


cancefled 


(d) In {toe event of contract caiteeitatfon, as defined in p<vagraph Z3.a 
of this clause, toe Contrector shall aifamlt a commercial esn^iatom 
proposal Ito toe Govemmem in accordance with paragraph 23.e of this 
clause. 

(b) The cancellation charge shaR be computed and the proposal/daim 
made fort 3 as if toe claim were being made under the Teiminalion for 
Co n veni e nce of toe Government dause of tote cmtracL The Conirsetar 
shall sutonit toe daim prompt^ but no later than one (1) year from toe 
date of cancaflaGon. 


(b) Paragrapne (f), (g). (h). and 0 are delstad In their entirety. 
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psoBsr-^^e^o^ 

ATTiii Tmiinl 1 

24. Cancallaaop Ceiling 

a. F=or the purpos^ of determining the caneeOation ceding, the tzintract assumes 
ftifl funding by 15 NoyenUiBr of each fiscal year. Should contract canceflatian occur 
after 15 November, ad equttable add^stment to the caiwsDation eeifing values shaO be 
negofia te d by the Gonjefranent and the Contraetor. The equitable ariiustment shah be 
limited to a ifiasonapte amount necessary ta aocount for the ackfflhsnal contract 
psrformaRCe reqiiiBd jatter 15 November and until the actual date of cancsRation. No 
ajiusbrient shall be inacte to the esneeBation ceffing unless the actual date of 
eancsSatim occurs aft^ IS November of the afTeiJE d fiscal year 


b. The fbllawiig cdpeellaiion ceiRngs are eslablkhed: 



25. Efsinomfc OrdjBT Quantity (eOQ) and Advance Procurement (AP) ^dions 
and Release of MuWyear ConflgurathMi 


a. The pros U^C KC-iacU aircnaft (SubCUN DOQZAA) includes lunditig in the 
amount oT S2.0 mifiw tbr a one-thna payment event — Rstease of Multryeer 
Con^unaUon. This eWant wiD release the multiyear conRguraiioiis mto the Contractors 
ordering system. Thk ewmit shad be imrolcad as a separate svent for the ini!^ 
mulSyear aircraft defivety (ri addition to the initial payment event at contract atvard). 
Uquktafion of fois payment shah be induded on the defivenr event hwotos in the amount 
of $500,000,00 forfbiiil (4) each FV03 USMC KC-tSOJ ai rcraft. 

b- The MulGyear ortoes tor the USAF and USVC are based in part on Econamie 
ortlBr Quantity (EOQ)| tonding of $30.0 rrRDion for tte USAF and $6.0 Mihion tor the 
USMC. 

o. The parte uni^ersiand and agree that Vie turning for such is net aw^table st 
contract award. The Contnactor agrees fa grant the Government an opAfon te obtain 
FY03 SOQ procuram^ fUnttig tor USAF aircraft in the amount of SSOd) miilion. The 
Contiactor furlher agrpoe to grart the Govomment an option to obtain FY03 EOQ 
procurement timcling Tw USMC aircraft in the amoum of S.0 mllUon. FUndng wiD be 
pnavtoeci wdihui SO drqtt or ooniraet owanl te iha eontraa option shan bo ercercised at 
thatttoie. AOMuiiiyeariairaaftprioeswiRrematoinBlfeiduptofheeigiliaitondateafthe 
opSon. If foe opGan Is mt exercised and Ihe $30,0 f^on USAF EOQ and S&O MHliOn 
USMC EOQ is not ) w ovida d by foe expiration date foe ^K T dft prieee will be 
ransgotcated. 
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K33SS7-a»C^4 
PagaAl of^ 

d. in acMition to th^ Eeon«nic OnSer OuanSty tiindkig leferenced above, the parfies 
understand and agree tnat the USAF wiS provide ^9,3 rniiEon in pYcb Advance 
Pnxurransnl funding W FY04 CX>-130J airt^rafl. The Cotnracsar sgtess In grant the 
Government an optian to ab^ FYQ3 USAF AP ftr FYD4 USAF CC-130J aircraft in the 
amount of 539S mamn. The oortbact opSon for this Advanood fhacuremeni furK^ 
shaH be essfitised wiifp 90 days at contract award, if the option is net somrc^ed arrd 
the 539J9 MKon USAF AP is not pravidod by the expirallen tteCe the airctaft prices will 
be rsnegoliated- 

e. Arty Cofitracsor sftirt to obBwi EOQ or AP described above prior to toe 
Governnspifs purcha^ (optSan exercise of these rums is underlaten ooteiy at the 
CDRtraelors risk, if ttijiB conlraa is eanosDed or terminated prior to toe Govammentrs 
purchase of these items, lito Contractor shall not recover any cost s ndated to said 
CararaOor efforts. Tn^Bvemmenfs contrasting autnortty for FY1D3 is present^ limited 
to purchaangfour (4) (SSMC KC-tSQJ aircraft 
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AIR FORCE PROGRAMS^ 


C-130J Family of Aircraft 


SUMMARY 

• Lockheed Martin initially developed specific versions 
of the C-130J for the British Royal Air Force and the 
Royal Australian Air Force. 

• Approximately 70 percent of the U.S. variants represent 
new development and system integration relative to the 
legacy C-UOs flying today. 

• The C-130J was neither operationally effective nor 
operationally suitable in its Initial Operational Test and 
Evaluation (lOT&E) Phase I, 

• The Air Force intends to deploy the C-130J to Central 
Command early in FY 05 , before the completion of 
lOT&E Phase II. Capabilities are limited. 

• The C-130JTest and Evaluation Master Plan is being 
updated for approval in early FY05. 

• C'130J operational testing will likely continue past 2008 
as the program shifts to spiral development. 

• There are no milestone decision reviews planned for 
any variant of the C- 1 3 0 J. 

SYSTEM DESCRIPTION AND MISSION 
The basic C-130J is a medium-range, tactical airlift aircraft 
designed primarily for the transport of cargo and personnel 
within a theater of operations. The cargo area can adapt to 
accommodate a combination of passengers, cargo, and/or 
aeromedical airlift missions. Variants of the C- I30J are intended to perform missions such as fire fighting, weather 
reconnaissance (WC-130J), electronic combat (EC- 130J), and aerial refueling (KC-130J). The combat delivery C- 130 J has 
more than 70 percent new equipment, relative to previous C- 1 30 models. Significant differences include an advanced 
integrated digital avionics system, a redesigned flight station intended to facilitate a two-person cockpit, a new 
propulsion system intended to provide improved take-off, climb and cruise performance, and cargo handling system 
enhancements. The Air Force intends to deploy the C- 1 30J to Central Command early in FY05, before the completion of 
lOT&E Phase II, Capabilities are limited. 

DOT&E designated the C-130J aircraft for Live Fire Test and Evaluation (LFT&E) oversight in May 1995 and approved 
the Test and Evaluation Master Plan in July 1999. Threats include man-portable air defense systems, surface-to-air 
missiles, anti-aircraft artillery, air-to-air missiles, rockets, and small arms. The C-I30J LFT&E vulnerability reduction 
program addresses wing dry bay fire, composite propeller blade ballistic vulnerability, engine and engine bay fire, 
vulnerability to man-portable air defense systems threats, and mission-abort vulnerability. 

TEST AND EVALUATION ACTIVITY 



The basic C-130J is a medium-range, tactical airlift 
aircraft designed primarily for the transport of 
cargo and personnel within a theater of operations. 
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Due to system immaturity, operational testing was initially segmented into three phases; Phase 1 A, Phase IB, and Phase 
2. Phase I A evaluated the ability of the aircraft to train pilots. Phase IB evaluated the aircraft's ability to perform the 
airland mission. Phase 2, planned forFY06, will evaluate all combat delivery capabilities, including airdrop using the 
Enhanced Cargo Handling System. 

Block 5.4 modifications are now designated as the production representative version, with operational testing scheduled 
for early FY06. Block 6.0 will include Communications, Navigation, and Surveillance for Air Traffic Management 
(CNS/ATM) capabilities, while Block 7.0 is undefined at this time. Many documented deficiencies will not be corrected 
imtil Block 6.0 or 7.0. 

There were no Vulnerability Reduction Program activities in FY04. The Air Force delivered the Vulnerability Reduction 
Program Phase II (Composite Propeller Vulnerability) Test Report to DOT&E in June 2004. Phase IV (Engine Nacelle Fire 
Extinguishing Evaluation) testing is scheduled for FY05. 

TEST AND EVALUATION ASSESSMENT 
C-130J 

Major issues confronting the C-130J program include funding of logistics support and training systems; hardware, 
software, and technical order deficiencies; manufacturing quality; sub-system reliability; failure to meet required 
measures of system effectiveness and suitability; and resolution of documented deficiencies. A program for the 
correction of deficiencies is being worked. 

Based on the evaluation of test results from Phase 1 A and Phase 1 B. the aircraft is not operationally effective. However, 
the Air Mobility Command has released a limited cargo carrying capability based on results from a command-initiated 
Force Development Evaluation. The airdrop mission cannot be evaluated until deficiency corrections are implemented 
and the developmental and operational tests are completed as planned in FY06. 

Aircrew workload issues, software discrepancies, and cargo loading and constraint requirements are still major issues. 

Air Force users are unable to verify manpower requirements to field this system until the crew workload evaluation is 
complete. Army developmental and operational test and evaluation for airdrop of cargo and personnel are now 
scheduled using Block 5.4 hardware and software. Air Force operational test and evaluation requires the completion of 
Army testing prior to start. 

DOT&Edelerminedthattheaircraft is not operationally suitable. Phase IB reliability, maintainability, availability, and 
logistics supportability results failed to meet operational requirements and legacy standards. Deficiencies were noted 
with on-aircraft integrated diagnostics and fault isolation systems, portable maintenance aids, maintenance technical 
orders, and the availability of spare parts. Additional contractor field service representatives are required to assist in the 
maintenance of the aircraft for the foreseeable future. 

DOT&E determined that testing of defensive systems has not demonstrated their effectiveness and suitability. An 
integrated system-level test Is required to characterize system capability. However, the Air Force Intends to deploy the 
C-I30J to Central Command early in FY05, before the completion of lOT&E Phase II and the integrated defensive system 
test. Capabilities are limited to airland operations. 

Phase 11 of the Live Fire Vulnerability Reduction Program showed that the C-130J composite propeller blades are not 
vulnerable to catastrophic threat-induced failure. Completion of Phase IV testing will conclude Vulnerability Reduction 
Program testing. 

WC-130J 

Three major issues confront the weather reconnaissance aircraft. They are the radar performance in the hurricane 
reconnaissance mission, propeller anti-ice protective cover peeling, and excessive vibration in the Drop Sonde Operator’s 
station. 

The low power color radar was designed as a weather-avoidance radar, but it was installed in the WC-130J to perform the 
weather penetration mission. The radar does not fully support operational requirements for the weather mission. The 
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program office has developed, but not fully funded, a spiral improvement plan to correct this critical deficiency. 
Developmental testing is being conducted, and if successful, operational testing will start in June 2006. 

A proposed fix to the propeller problem has been installed on test aircraft.. The fix must be tested in a hurricane 
environment, with some data being collected during the 2004 storm season. Integrated System Evaluations and 
combined developmental/operationai lest on the low power radar and propeller petal fixes are in progress. If the 
modifications are successful, then the next phase of OT&E can be performed on the WC-130J in storm season 2005. 

A possible fix to the excessive vibration problem is included in the Block 5.4 upgrade. Operational testing is planned for 
Fall 2005. 
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Let it not be said that our nation's armed forces are not New Age. No fewer than 14 senior 
officers trooped up to the Hill last Friday to respond to concerns about the troubled new C-130J 
transport. One of the Air Force's handouts — "Program Is on the Correct Path" — admitted that 
before fiscal 2002, there was a "disjointed program." 

But then a "Blue Ribbon" group from the armed forces, the "Acquisition Community" and 
manufacturer Lockheed Martin was formed and got together and had a “Group Hug.” 

After that, everyone doubtless felt a whole lot better. Too bad the plane apparently still doesn't 
meet its military requirements. 
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It is hard to imagine an airplane with more problems than the C-130J, the latest version of the venerable workhorse 
the Air Force uses to drop cargo and paratroopers into global hot spots. 

The C-130J has so many flaws that it cannot fly its intended combat missions. It is unable to drop heavy 
equipment, operate well in cold weather or perform combat search-and-rescue missions. Paratroopers cannot jump out 
of it without risk of banging up against the fuselage. 

Still, the C-130J has one important fan: Congress. Powerful members of both the House and Senate want to spend 
$5 billion to acquire even more C-130J’s for the Air Force, at a cost of $66.5 million a plane. For all the C-130J's 
shortcomings, lawmakers love to buy the plane and dole it out to National Guard and Reserve bases around the country, 
using its deployment as a justification for keeping local bases open. 

But, in what could be the nastiest Pentagon budget battle this year. Defense Secretary Donald H. Rumsfeld has 
vowed to kill the C-130J as part of a larger plan to upgrade the military. In doing so, he is backed by two recent studies - 
- from the Pentagon's inspector general and from its top weapons tester - that concluded the C-I30J is unfit for duty. 

"It's going to be a battle royale," said Dov Zakheim, the Pentagon's con^troller and chief financial officer from 
April 2001 until May 2004. "In other years. Congress went and put money back in the program in spite of the Pentagon. 
So it shouldn't come as any surprise Congress would not take these cuts sitting down." 

The Air Force and the Marine Corps have acquired 50 C-I30J's, at a cost of $2.6 billion, out of a planned total 
purchase of 1 17. The planes are the latest version of the celebrated C-130 Hercules E and H models, now in Iraq and 
Afghanistan, and previously used in Kosovo and Somalia. Yet, the Jmodel of the C-130 Hercules, which shares fewer 
than 30 percent of the parts of the earlier workhorse models, is a pale version of its predecessors, according to Pentagon 
reports. For the moment, the Pentagon relies on the roughly 485 E and H models for combat missions, while the J 
version only can fly within the United States. 

The Lockheed Martin Corporation, which makes the plane, declined to comment on the fight over the C-130J, but 
issued a statement suggesting that any final decision about its fate is a long way off. Mr. Bush's 2006 budget only 
"marks the first step in a process of review and analysis" of Pentagon needs, the company said. 

Mr, Rumsfeld's recommendation is also being challenged by the Air Force, which says many of the C-130J's 
problems have been fixed. The Air Force, worried about a rapidly aging fleet of planes of all sorts, has switched from 
being cool to the plane to supporting it on Capitol Hill. 
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"As the administration becomes less enamored of the C-130J, the Air Force has now decided it likes it," said Loren 
Thompson, an analyst at the Lexington Institute, a nonpartisan research group in Arlington, Va., that generally supports 
Pentagon spending. 

Across the country, C-130J's sit at Air Force Reserve bases and are assigned to light duty at Air National Guard 
squadrons since they cannot drop combat troops and heavy equipment because of design deficiencies. Even the 
specially equipped C-130J "Hurricane Hunters" intended to monitor storms — eight of them have been delivered to 
Keesler Air Force base in Biloxi, Miss, — are not cleared to fly in hurricanes because of inadequate radar. In Iraq, two 
C-130J's are part of a demonstration project, but neither is allowed to drop cargo while airborne. 

Given all these problems, some military planners, including Michael Wynne, the Pentagon's acting acquisition 
chief, have questioned whether the military even needs large numbers of cargo aircraft to haul equipment, or whether it 
could turn instead to high-speed ships and other methods of transportation. 

"All this has caused us to re-examine the C-130J," Mr. Wynne said at a recent conference in New York, "and what 
is the right number of them and whether we can do without them." 

The inspector general’s report, issued last July, found deficiencies in the aircraft that, if left uncorrected, could 
"cause death, severe injury or illness, major loss of equipment or systems." The report concluded that "Lockheed Martin 
has been imable to design, develop or produce a C-130J aircraft that meets contract specifications in the eight years 
since production began." 

The Pentagon's chief weapons tester, Thomas Christie, reported in January that the C-130J was "neither 
operationally effective nor operationally suitable’" and has "failed to meet operational requirements." 

Another problem, identified by Ken Pedeleose, a senior engineer at the Defense Contract Management Agency in 
Marietta, Ga., where the C-130J is made, is that the planes' engines are so powerful they flatten the craft's propeller 
blades on takeoff, making it vulnerable to stalls. 

This problem also makes it difficult for paratroopers to jump out of the plane without being in danger of being 
pulled back to the fuselage, said Mr. Pedeleose, whose contentions about the C-130J led to the inspector general's 
report. 

To speed the acquisition process, the Air Force declared the C-130J to be a commercial item even though no 
commercial market for it exists. This meant that the Air Force was able to bypass federal truth-in-negotiating rules that 
require a contractor to give the government complete cost and pricing data. 

In 1995, a basic C-I30J cost $33.9 million. By 1998, it had risen to $49.7 million. Today, the cost is $66.5 million 
a plane, with some versions edging close to $90 million. 

'The whole idea behind a commercial purchase approach is that you would reduce red tape and reduce the cost of 
the plane," said Danielle Brian, executive director at the Project on Government Oversight, a nonprofit group that 
monitors government contracts. "And here you have costs going through the roof." 

For all its problems, the C-130J remains popular in Congress for a few simple reasons. It is largely manufactured 
in Georgia, long the home state of powerful members of the House and Senate Armed Services Committees, among 
them former Senator Sam Nunn, a Democrat, and Newt Gingrich, the former speaker of the House and a Republican. 

Beyond that, C-130J's have given lawmakers a reason to keep National Guard and Reserve bases open, even as 
government reports have said this allocation makes no military sense. 

"You can base a bunch of C-130J's at an installation and keep alive a squadron at a base in a member of Congress's 
district that was slated to be shut down," said Pete Sepp, a spokesman for the National Taxpayers Union, an 
antispending government watchdog group. "Or you can move them around to a base that is scheduled for closure and 
you have a brand new reason to keep it open.” 

Indeed, when the Pentagon originally asked for $2.6 billion to buy C-130J's, lawmakers authorized $4 billion. 

In Congressional testimony last month, Mr. Rumsfeld said that "at $66.5 million, this aircraft has become 
increasingly expensive to build and maintain," especially compared with simply modernizing older C-130 models. Mr. 
Rumsfeld had prevailed over Congress in past years in killing weapons systems like the Comanche helicopter and the 
Crusader artillery system. This time, however, he has indicated he might soften his position in the face of opposition. 
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Already, 14 senators have written a letter to President Bush objecting to the proposed cancellation, while 15 
representatives from Georgia signed a similar plea. Several members of the Senate Armed Services Committee also had 
a breakfast last month with Mr. Rumsfeld, in which they urged him to relent. 

As part of that effort, many members of Congress, along with some officials in the Air Force, have begun a 
campaign arguing that it would be almost as costly — $2 billion in termination fees, they say — to end the program as to 
keep it going. 

But Senator John McCain, Republican of Arizona, a critic of the C-I30J who plans hearings on the program, has 
said information from Lockheed showed termination costs are in the $300 million to $400 million range. 

Still other critics say Congress should consider canceling the C-130J for cause because it has failed to meet 
contract specifications, in which case Lockheed, based in Bediesda, Md., would get no termination payments. 

Backers of the C-130J say termination is not in the cards. "You have very strong support on the Hill to restore the 
program to its original level," said Clyde Taylor, a military legislative assistant to Senator Saxby Chambliss, a Georgia 
Republican who is a member of the Armed Services Committee. "Most states have at least one based there." 

Representative Robin Hayes, a North Carolina Republican, recently termed opponents of the C-130J "hand- 
wringing bed-wetters" and predicted that the administration would reverse course. 

The Air Force, too, is painting a rosy picture. "The J’s are a critical part of the modernization of a very old fleet of 
models" said Gen. Paul Fletcher, the Air Force's deputy director of plans and program. "We've worked through the 
issues that have been raised." 

Doug Karas, an Air Force spokesman, said the Pentagon's investigative reports were based on outdated data. 
"There will be tests this summer, and after that, the Air Force expects the C'130J will be fully mission capable," Mr. 
Karas said. "We've worked on fixing and updating." 

Adding pressure on Mr. Rumsfeld is the Air Force's announcement — made just days after Mr. Rumsfeld decided 
to kill the C-130J - that it was grounding 30 of the older C-130E versions because of cracks in the airplane's structure 
and was putting 60 others on restricted flight status. 

While the supporters say these cracks demonstrate the need to buy more C- 1 30J's, critics find these problems 
suspiciously convenient. 

"This is a cynical attempt," said Ms, Brian of the Project on Government Oversight, "to stop this cancellation." 


URL: http://www.nytimes.com 

GRAPHIC: Photo: Many in Congress like the $66.5 million Hercules C-130J because its deployment can justify 
keeping a local National Guard base open. (Photo by Associated Press)(pg. C2)Drawing (Illustration by The New York 
Times)(pg, Cl)Chart:In July, the Defense Department released the findings of its investigation into reported problems 
with the C-130J, a new version of the Air Force's cargo plane.INVESTlGATION RESULTS"We substantiated the 
allegation that the C-130J aircraft does not meet contract specifi-cations and therefore cannot perform its operational 
mission."OPERATIONS TESTING''Performance deficiencies include inadequate range and payload, immature 
software, lack of an automated mission planning system, and difficulties in cold weather operations."STORM 
TRACKrNG'The WC-130J aircraft cannot perform the hurricane reconnaissance mission because the radar has 
inadequate storm penetration."PILOT TRAINING"Testmg has shown that the C-130J is not operationally effective or 
suitable. Because of major differences between the earlier C-130 and the C-130J versions, pilots cannot be qualified on 
both aircraft, which causes an additional financial and personnel burden on units that must operate both aircraft 
simultaneously."C-130J DELIVERIES‘99: 14'00: 6'01: I3’02: 8*03: 9(pg. Cl) 


LOAD-DATE: March 24, 2005 
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STATEMENT OF MICHAEL J. SULLIVAN, ACQUISITION AND 

SOURCING MANAGEMENT, GOVERNMENT ACCOUNTABILITY 

OFFICE 

Mr. Sullivan. Thank you, Mr. Chairman. 

I’m pleased to be here today to participate in the subcommittee’s 
hearing. I’ll give a brief oral statement summarizing our recent 
work on the F/A-22 and Joint Strike Fighter programs, and discuss 
implications for the Department of Defense’s (DOD) overall acquisi- 
tion process. I also have a written statement that I’d like to submit 
for the record. 

Senator McCain. Without objection, your entire statement will 
be made part of the record, and that of the other witnesses. 

Mr. Sullivan. Thank you, Mr. Chairman. 

Let me begin with the F/A-22 program. Given current estimates 
for development costs, quantities, and missions, the F/A-22 pro- 
gram needs a new business case to justify continued investment 
now. Since the program started in 1986, development cost has more 
than doubled, initial operational capability has been delayed 10 
years, and the aircraft quantities have been reduced from 750 to 
about 180. A new business case should take a look at the Air 
Force’s needs right now and reconcile them in terms of quantities 
and capabilities with available resources before investment con- 
tinues. 

In addition, a modernization program has been added to provide 
robust air-to-ground and intelligence-gathering capabilities to the 
F/A-22. DOD estimates the cost of that modernization plan at 
about $11 billion over the next 15 years. Recently, Program Budget 
Decision 753 issued last December places that modernization pro- 
gram in doubt. It ends procurement after 2008, and many of the 
advanced capabilities perceived in that plan were planned for air- 
craft that now would not be bought under that decision. 

In March, we issued a report to recommend that the DOD direct 
the Air Force to establish a new business case. DOD concurred 
with that recommendation, stating that it would use the Quadren- 
nial Defense Review to do so. 

Let me turn to the Joint Strike Fighter (JSF) program. This pro- 
gram has been proceeding along a similar path as the F/A-22 and 
is now at a crossroads. Increased development costs, delays, and re- 
duced quantities have made its original business case unexecutable 
at this point. When the program began, development cost was esti- 
mated at $25 billion over 12 years, to be completed in 2008. Today, 
it is estimated at nearly $45 billion over 17 years, to be completed 
in 2013. This reflects an 81-percent cost increase and a 5-year 
delay in development. At the same time, procurement quantities 
have been reduced by more than 535. 

The program has experienced problems with aircraft weight that 
require significant design changes causing cost and schedule uncer- 
tainty that they are undergoing right now. It may take a year or 
more until adequate knowledge about the design and manufac- 
turing of the aircraft can be captured to reduce this uncertainty; 
however, the program is requesting long lead funding for produc- 
tion in 2006. This investment is at risk. 

If production begins without adequate knowledge, design changes 
in the future can create further significant cost and schedule prob- 
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lems. For example, between 2007 and the end of the development 
program, the program plans to increase production spending rates 
from about $100 million to nearly $1 billion a month to invest in 
production-type tooling facilities and a production workforce. This 
investment should wait until the program knows the design is 
ready to produce, yet the first integrated prototype to prove this 
won’t fly until 3 years after production begins. 

In our March 15 report, we recommended the program take time 
now to establish a new business case that’s based on better knowl- 
edge about the design and manufacturing needs and the resources 
needed for this aircraft, and adjust its acquisition strategy, moving 
forward, to better align with DOD’s existing acquisition policy that 
calls for evolutionary knowledge-based product development. 

I’d like to make one final important point about DOD’s overall 
acquisition process. It’s currently estimated that these two pro- 
grams I’ve talked about will spend about $75 billion in develop- 
ment, twice as much as originally planned. For that cost, they cur- 
rently plan to deliver about 1,100 less aircraft, and at a slower 
pace than they had originally planned. That reflects a significant 
loss of buying power for DOD, and it has serious implications for 
how well our acquisition process supports the warfighter. 

The problems that these two programs have encountered are not 
atypical. They stem from an acquisition process that allows pro- 
grams to commit funds without enough knowledge about require- 
ments, technologies, designs, and manufacturing processes at dif- 
ferent points in the program, creating significant unknowns that 
result in a cascade of cost overruns and schedule delays, usually 
later in the program. DOD recognizes this and rewrote its acquisi- 
tion policy in 2003; however, the policy still lacks discipline con- 
trols and oversight mechanisms, and is not being consistently im- 
plemented. More needs to be done to assure the taxpayers a rea- 
sonable return on their investment. Reestablishing businesses 
cases on these two programs at this time, when significant changes 
have occurred, is a step in that right direction. 

Mr. Chairman, that concludes my oral statement. I’d be happy to 
respond to any questions that you or other members of the sub- 
committee may have. 

[The prepared statement of Mr. Sullivan follows:] 

Prepared Statement for Michael Sullivan 

Mr. Chairman and members of the subcommittee: I am pleased to be here today 
to participate in the Subcommittee’s hearing on the status of two of the Department 
of Defense’s (DOD) major tactical aircraft fighter programs, the F/A-22 Raptor and 
the F-35, also known as the Joint Strike Fighter (JSF).i Both programs are in- 
tended to replace aging tactical fighter aircraft with highly advanced, stealthy air- 
craft. These two programs represent a potential future investment for DOD of about 
$240 billion to modernize tactical fixed-wing aircraft. 

My statement today will highlight key concerns in the F/A-22 and JSF programs. 
Our work has shown that because of the significant changes in the F/A-22 develop- 
ment and procurement programs and the key investment decisions remaining, a 
new business case is needed to justify aircraft quantities and investments in new 
capabilities. Changes in the JSF program and DOD’s intent to begin producing air- 
craft with at least 6 years of development remaining suggest that the JSF does not 
yet have the knowledge to justify future investments. In addition to highlighting 


1 The third major program, the FA— 18EF, currently in production, is not a subject of this testi- 
mony. 
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specific F/A-22 and JSF program issues, I will discuss the implications these devel- 
opment programs have on DOD’s overall investment strategy for modernizing the 
tactical fixed-wing aircraft. 

My statement is primarily based on our recent reports on the F/A-22 and JSF 
programs.^ We performed the work associated with this statement in accordance 
with generally accepted government auditing standards. 

SUMMARY 

The F/A-22 has been in development for 19 years, and cost increases and delays 
have created affordability concerns that reduced the number of aircraft planned for 
acquisition. A changing world environment and threats over this time frame have 
compelled the Air Force to plan for large investments in new capabilities to keep 
the F/A-22 viable. Termination of F/A-22 procurement after fiscal year 2008 has 
also placed modernization plans in doubt. The original business case elements — 
needs and resources — set at the outset of the program are no longer valid, and a 
new business case is needed to justify future investments for aircraft quantities and 
modernization efforts. The F/A-22’s acquisition approach was not knowledge-based 
or evolutionary. It attempted to develop revolutionary capability in a single step, 
causing significant technology and design uncertainties and, eventually, significant 
cost overruns and schedule delays. Lessons from the F/A-22 program can be applied 
to the JSF program to improve on its outcomes. 

While relatively early in its acquisition program, the JSF program has experi- 
enced design and weight problems that, if not solved, will affect aircraft perform- 
ance. These problems have led to increased development and procurement costs and 
schedule delays so far. In addition, the program’s customers are still not sure how 
many aircraft they will need. The combination of cost overruns and quantity reduc- 
tions has already diluted DOD’s buying power and made the original JSF business 
case unexecutable. Given continuing program uncertainties, DOD could use more 
time right now to gain knowledge before it commits to a new business case for its 
substantial remaining investments. The JSF’s current acquisition strategy does not 
embrace evolutionary, knowledge-based techniques intended to reduce risks. Key de- 
cisions, like the planned 2007 production decision, are expected to occur before crit- 
ical knowledge is captured. Time taken now to gain knowledge will avoid placing 
sizable investments in production capabilities at risk to expensive changes. 

Taken together, the current status and continuing risk in these two programs 
have broader implications to the DOD tactical fixed-wing aircraft modernization pro- 
gram, raising questions as to whether its overarching goals are now achievable. De- 
creases in quantities alone — about 30 percent since original plans — raise questions 
about how well the aircraft will complement our tactical air forces in the future. 

BACKGROUND 

The F/A-22 aircraft program is acquiring the Air Force’s next generation, multi- 
mission fighter for about fe3.8 billion.® The continued need for the F/A-22, its in- 
creasing costs, and the quantities required to perform its mission have been the sub- 
ject of a continuing debate within DOD and Congress. Supporters cite the F/A-22’s 
advanced features — stealth, supercruise speed, maneuverability, and integrated avi- 
onics — as integral to the Air Force’s Global Strike initiative and for maintaining air 
superiority over potential future adversaries for years to come."^ Critics, on the other 
hand, argue that the Soviet threat the F/A-22 was originally designed to counter 
no longer exists and that its remaining budget dollars could better be invested in 
enhancing current air assets and acquiring new and more transformational capabili- 
ties that will allow it to meet evolving threats. The debate continues as a December 
2004 budget decision by the Office of the Secretary of Defense (OSD) reduced F/A- 


®GAO, Tactcal Aircraft: Status of the F/A22 and JSF Acquistion Programs and Implications 
for Tactical Aircraft Modernization, GAO-05— 390T (Washington, DC.: Mar. 3, 2005; GAO, Tac- 
tical Airlift: Air Force Still Needs Business Case to Support F/A— 22 Quantities and Increased 
Capabilities, GAO-05— 304 (Washington, DC: Mar. 15, 2005); and GAO Tactical Aircraft: Oppor- 
tunity to Reduce Risks in the Joint Strike Fighter Program with Different Acquisition Strategy, 
GAO-05-271 (Washington, DC: Mar. 15, 2005). 

®This amount consists of $61.3 hillion currently budgeted for the basic program and the initial 
stages of the modernization efforts, $1.3 billion for future start-up costs of a separate acquisition 
program for the latter stages of modernization, and $1.2 billion in costs to retrofit aircraft with 
enhanced capabilities and activate depot maintenance activities. 

4 Global Strike is one of six complementary concepts of operations laying out the Air Force’s 
ability to rapidly plan and deliver limited-duration and extended attacks against targets. 
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22 funding and the number of aircraft to be acquired. A full-rate production decision 
is expected in early April, but the Air Force already has 98 aircraft on contract.® 

The JSF program is DOD’s most costly aircraft acquisition program. The pro- 
gram’s goals are to develop and field more than 2,400 stealthy strike fighter aircraft 
for the Navy, Air Force, and Marine Corps and potentially several hundred more 
aircraft for U.S. allies. International participation in the development of this system 
is a vital part of the acquisition strategy. The JSF is intended to provide ^eater 
capability and to replace DOD’s aging fighter and attack aircraft. DOD estimates 
that the total cost to develop and procure its fleet of aircraft will reach $245 billion, 
with total costs to maintain and operate the JSF adding another $344 billion over 
its life cycle. Since the program began in November 1996, it has experienced tech- 
nical challenges that have resulted in significant cost increases and schedule over- 
runs. During most of 2004, the program worked to understand and define current 
development risks in order to prepare more accurate cost and delivery estimates to 
support development and production investment decisions planned over the next 2 
years. 

A key to successful acquisition programs is the development of a business case 
that should match requirements with resources — proven technologies, sufficient en- 
gineering capabilities, time, and funding — when undertaking a new product develop- 
ment. First, the user’s needs must be accurately defined, alternative approaches to 
satisfying these needs must be properly analyzed, and quantities needed for the cho- 
sen system must be well understood. The developed product must be producible at 
a cost that matches the users’ expectations and budgetary resources. Finally, the de- 
veloper must have the resources to design and deliver the product with the features 
that the customer wants and to deliver it when it is needed. If the financial, mate- 
rial, and intellectual resources to develop the product are not available, a program 
incurs substantial risk in moving forward. 

A NEW BUSINESS CASE IS NEEDED TO JUSTIFY CONTINUED INVESTMENT IN THE F/A- 

22 PROGRAM 

Since its inception in 1986, the F/A-22 aircraft program has encountered numer- 
ous and continuing management and technical challenges. Changing threats, mis- 
sions, and requirements have severely weakened the original business case. Pro- 
gram milestones have slipped substantially; development costs have more than dou- 
bled; and a modernization program was added. The recent budget decision to termi- 
nate procurement after fiscal year 2008, the prospect of additional cuts because of 
ceilings on program cost, and upcoming defense reviews have significant implica- 
tions for the program’s viability and the future of modernization efforts. 

In March 2004, we reported that the significant changes in the F/A-22’s cost, 
quantity, capabilities, and mission and the persistent problems and delays in its de- 
velopment and testing schedules called for a new business case to justify the contin- 
ued need for the F/A-22.® We recommended that OSD direct the Air Force to con- 
sider alternatives and examine the constraints of future defense spending. In subse- 
quent testimony, we reiterated this position, stating that competing priorities — both 
internal and external to DOD’s budget — require a sound and sustainable business 
case for DOD’s acquisition programs based on comprehensive needs assessments 
and a thorough analysis of available resources.^ In response to our recommendation, 
DOD stated its routine budgeting processes annually addressed business case issues 
on the F/A-22. We disagreed, as we do not think those processes provide the 
breadth or depth of analysis needed to develop a comprehensive new business case. 

Problems in the FIA-22 Program Strain Future Viability 

When initiated, the F/A-22 acquisition program planned to complete development 
in 1995, achieve initial operational capability by March 1996, and ultimately pro- 
cure 750 aircraft. The Air Force currently plans to complete system development in 
2005, achieve initial operational capability by December 2005, and procure 178 air- 
craft. 

Amidst concerns about escalating costs and schedule. Congress placed cost limita- 
tions on both development and production budgets in 1997,® later removing the de- 


®The Defense Acquisition Board met in late March of this year to discuss the F/A-22’s 
progress and readiness for full-rate production. A final decision by the milestone decision au- 
thority is expected in early April. 

®GAO, Tactical Aircraft: Changng Conditions Drive Need for New F/A— 22 Business Case, 
GAO-04-391 (Washington, DC: Mar. 15, 2004). 

■'GAO, Tactical Aircraft: Status of the F/A-22 and Joint Strike Fighter Programs, GAO-04- 
597T (Washington, DC: Mar. 25, 2004). 

8 Pub. L. No. 105-85 (Nov. 18, 1997), section 217. 
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velopment cost cap.® According to the Air Force, the current production cost cap is 
$37.3 billion. Affordability concerns have, in part, led to the steady decrease in pro- 
curement quantities. Two major reviews of defense force structure and acquisition 
plans — the 1993 Bottom-Up Review and the 1997 Quadrennial Defense Review 
(QDR) — significantly reduced F/A-22 quantities. OSD’s “buy to budget” acquisition 
strategy essentially placed a ceiling on total program costs resulting in reducing 
quantities, and in December 2004, Program Budget Decision 753 reduced F/A-22 
funding by $10.5 billion, further reducing in all likelihood procurement quantities 
from 275 to 178 aircraft.'^® The December 2004 budget decision also ended procure- 
ment in fiscal year 2008, instead of fiscal year 2011. 

Decreased procurement quantities, along with increased development and produc- 
tion costs and increased costs to modernize and enhance capability, have led to ris- 
ing acquisition unit costs. Figure 1 illustrates the downward trend in procurement 
quantities and the upward trend in program acquisition unit costs. 


Figure 1; Quantity and Program Acquisition Unit Cost of F/A-22S 
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In arguing for reversal of the December 2004 budget decision to stop procurement 
of the F/A-22 in 2008, Air Force officials noted that the decision obviates production 
economies and efficiencies that the Air Force expected to achieve through a 
multiyear procurement contract that was to begin in fiscal year 2008. Officials also 
stated that cutting production quantities from the final years of the program limits 
expected savings in annual unit procurement costs. As with many DOD acquisitions. 
Air Force program officials had assumed in future budgets that the costs for bu^ng 
F/A-22s would decrease as a result of manufacturing efficiencies, reduced fixed 
costs, productivity projects, and more economical buying quantities. For example, 
the average unit flyaway cost for the F/A-22 in 2003 was about $178 million, while 
the unit flyaway costs for future annual buys were projected before the budget deci- 


9 Pub. L. No. 107-107 (Dec. 28, 2001), section 213. 

19 Program Budget Decision 753 nominally reduced the procurement quantity to 179 aircraft. 
Subsequently, the Air Force transferred one aircraft to be used as a permanent test bed, reduc- 
ing the procurement quantity to 178. The recent crash of an F/A-22 has reduced planned oper- 
ational aircraft to 177. 

11 Program acquisition unit cost includes funding for development, procurement, related mili- 
tary construction, and initial modernization divided by total production quantity, ft does not in- 
clude later stage modernization costs and certain support costs. 
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sion to decrease to $127 million, $111 million, and $108 million in fiscal years 2007, 
2008, and 2009 respectively.'^^ Now that the program will be truncated in 2008, the 
less expensive aircraft in 2009 and beyond will not be bought and unit costs are 
now projected at $135 million in 2007 and $149 million in 2008 (increases associated 
with close-out of production). 

The F/A-22 program changes have also resulted in schedule delays for completing 
development testing, operational testing, and, consequently, the full-rate production 
decision. That decision is currently expected later this month but could slip again 
given the unsettled environment. One critical input to the decision is the report by 
the Office of the Director of Operational Test and Evaluation to Congress and de- 
fense leadership on the adequacy and results of the recently completed initial oper- 
ational test and evaluation. in addition, the F/A-22 program must demonstrate 
it satisfies criteria established by the Defense Acquisition Board in November 2004, 
which include delivering a fully resourced plan for follow-on testing to correct defi- 
ciencies identified in initial operational testing and evaluation, achieving design sta- 
bility of the avionics software, demonstrating mature manufacturing processes, and 
validating technical order data.'"'^ 

Final reports detailing the results from initial operational testing and evaluation 
were not available for our review, but Air Force test officials told us that testing 
showed the F/A-22 was “overwhelmingly effective” as an air superiority fighter and 
that its supporting systems were “potentially suitable” pending the correction of 
identified deficiencies. Operational testing of the limited ground attack capability in 
the current design was not conducted but is scheduled during follow-on testing 
planned to start in July 2005.'® Air Force officials believe that test results support 
approval of full-rate production. They also believe that deficiencies identified in air- 
craft reliability and maintainability (including maintaining low observable charac- 
teristics) and in the integrated diagnostic systems are readily correctible and the 
aircraft should meet the needs of the warfighter by the scheduled initial operational 
capability date in December 2005. However, whether the Air Force can accomplish 
all of this by December 2005 remains to be seen. 

Future of Modernization Plans in Doubt 

Originally, the F/A-22 was intended to replace the F-15 and achieve air-to-air su- 
periority to counter large numbers of advanced Soviet fighters in conventional war- 
fare. However, over the 19 years that the aircraft has been in development, the pro- 
jected Cold War threats never materialized and new threats emerged, changing tac- 
tical fighter requirements and operational war plans. The Air Force now plans to 
implement a Global Strike concept of operations by developing a robust air-to- 
ground attack capability to allow the aircraft to counter a greater variety of targets, 
such as surface-to-air missiles systems, that pose a significant threat to U.S. air- 
craft. It also plans to equip most of the F/A-22 fleet with improved capabilities to 
satisfy expanded warfighter requirements and to take on new missions, including 
intelligence data gathering and the suppression of enemy air defenses and interdic- 
tion. 

To implement its Global Strike concept, the Air Force established a time-phased 
modernization program. Table 1 shows how the Air Force intended to integrate new 
capabilities incrementally before the December 2004 budget decision reduced quan- 
tities by 96 aircraft. At the time of our review, officials were still determining the 
impacts of the budget decision on the modernization program content and quan- 
tities. 


Average unit flyaway cost includes the costs associated with procuring one aircraft, includ- 
ing the airframe, engines, avionics, other mission equipment, and certain nonrecurring produc- 
tion costs. It does not include “sunk” costs for development and test and other costs to the whole 
system, including logistical support and construction. 

Statute 10 U.S.C. 2399 provides that a major defense acquisition program may not proceed 
beyond low-rate initial production until initial operational test and evaluation is completed and 
the congressional defense committees have received the report of testing results from the Direc- 
tor of Operational Test and Evaluation. This report is to contain an opinion of test adequacy 
and whether the test results confirm that the system actually tested is operationally effective 
and suitable for combat. 

'^The F/A-22 initial operational test and evaluation was conducted by the Air Force Oper- 
ational Test and Evaluation Center from April through December 2004 to support the full-rate 
production decision. Its operational test plan was designed to assess the F/A-22’s combat effec- 
tiveness and suitability in an operationally representative environment. 

Air-to-ground attack capabilities are increasingly emphasized by the Air Force, and future 
enhancements are planned for 80 percent of the modernized F/A-22s. More robust ground attack 
and intelligence gathering capabilities will be tested in the future as they are developed. 
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In March 2003, OSD’s Cost Analysis Improvement Group (CAIG) estimated that 
the Air Force would need $11.7 billion for the planned modernization programs 
through fiscal year 2018. The Air Force’s latest estimate includes about $4.1 bil- 
lion through fiscal year 2011 for the first two modernization increments (blocks 20 
and 30) and about $1.3 billion through fiscal year 2011 for the latter two increments 
(block 40). The Air Force will continue to manage blocks 20 and 30 as part of the 
F/A-22 acquisition program. To manage block 40 efforts, OSD has directed the Air 
Force to establish a separate modernization program.!'^ Future modernization costs 
beyond 2011 have not been fully definitized and are subject to change. The mod- 
ernization program manager projected annual funding of $700 to $750 million would 
be needed for the currently planned modernization program after 2011. 

The December 2004 budget decision places much of the modernization program 
in doubt, particularly the latter stages. This is because that decision terminated F/ 
A-22 procurement after fiscal year 2008 and many of these new and advanced capa- 
bilities had been planned for aircraft that now will not be bought. Therefore, if the 
budget cut is sustained, the modernization program as currently planned is largely 
obsolete and some funding for advanced capabilities planned to be incorporated after 
fiscal year 2008 could be available for other uses. At the time of our review, Air 
Force officials were still restructuring the modernization program in response to the 
budget decision, including revising the desired mix of capabilities and the number 
of aircraft in each configuration. With the reduced quantity, they are considering 
having only two configurations, with the second incorporating some enhancements 
originally planned for the third configuration. 

The budget decision causes a ripple effect on other resource plans tied to the mod- 
ernization. For example, it brings into question the need for (1) upgrades to the 
computer architecture and processors estimated to cost between $400 million and 
$600 million; (2) upgrades to government laboratory and test range infrastructure 
like software avionics integration labs, flying test beds, and test ranges estimated 
to cost about $1.8 billion; and (3) changes in other activities supporting moderniza- 
tion enhancements in the production line, retrofit of aircraft, and establishing depot 
maintenance support estimated at more than $1.6 billion. 

NEW JSF BUSINESS CASE AND ACQUISITION STRATEGY IS CRITICAL FOR PROGRAM 

SUCCESS 

Unlike the F/A-22 program, which is near the end of development, the JSF pro- 
gram is approaching key investment decisions that will greatly influence the effi- 
ciency of the remaining funding — over 90 percent of the $245 billion estimated total 

i®The OSD CAIG acts as the principal advisory body to the milestone decision authority on 
program cost. The CAIG estimate included costs for development, procurement, and retrofit of 
modernized aircraft. 

u’ In November 2004, the acting Under Secretary of Defense for Acquisition, Technology and 
Logistics directed the Air Force to hold separate milestone reviews for the latter stages of the 
modernization program to be consistent with DOD acquisition policy. The Air Force plans to 
manage these efforts as a separate acquisition program. 
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program costs — and determine the risk DOD is willing to accept. DOD has not been 
able to deliver on its initial promise, and the sizable investment greatly raises the 
stakes to meet future promises. Given continuing program uncertainties, DOD could 
use more time to gain knowledge before it commits to a new business case and 
moves forward. Any new business case must be accompanied by an acquisition strat- 
egy that adopts an evolutionary approach to product development — one that enables 
knowledge-based decisions to meiximize the return on remaining dollars — as dictated 
by best practices. 

DOD Needs More Time to Develop a New JSF Business Case 

Increased program costs, delayed schedules, and reduced quantities have diluted 
DOD’s buying power and made the original JSF business case unexecutable. Pro- 
gram instability at this time makes the development of a new and viable business 
case difficult to prepare. The cost estimate to fully develop the JSF has increased 
by more than 80 percent. Development costs were originally estimated at roughly 
$25 billion. By the 2001 system development decision, these costs increased almost 
$10 billion, and by 2004, costs increased an additional $10 billion, pushing total de- 
velopment cost estimates to nearly $45 billion. Current estimates for the program 
acquisition unit cost are about $100 million, a 23 percent increase since 2001. Ongo- 
ing OSD cost reviews could result in further increases to the estimated program 
cost. At the same time, procurement quantities have been reduced by 535 aircraft 
and the delivery of operational aircraft has been delayed. Figure 2 shows how costs, 
quantities, and schedules have changed since first estimates based on data as of 
January 2006. 



Ongoing program uncertainties — including uncertainties about the aircraft’s de- 
sign and procurement quantities — make it difficult to understand what capabilities 
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can be delivered with future investments. For example, DOD has been working over 
the past year to restructure the JSF program to accommodate changes in the air- 
craft’s design; until this restructuring is completed, it will be difficult to accurately 
estimate program costs. The need for design changes largely resulted from the in- 
creased weight of the short takeoff and vertical landing variant and the impact it 
was having on key performance parameters. The other JSF variants’ designs were 
affected as well. The program plans to have a more comprehensive cost estimate in 
the spring of 2005. However, a detailed assessment has not been conducted to deter- 
mine the impact that the restructured program will have on meeting performance 
specifications. Until the detailed design efforts are complete — after the critical de- 
sign review in February 2006 — the program will have difficulty assessing the impact 
of the design changes on performance. While the program office anticipates that re- 
cent design changes will allow the aircraft to meet key performance parameters, it 
will not know with certainty if the weight problems have been resolved until after 
the plane is manufactured and weighed in mid-2007. 

Program officials are also examining ways to reduce program requirements while 
keeping cost and schedules constant. Design and software teams have found greater 
complexity and less efficiency as they develop the 17 million lines of software need- 
ed for the system. Program analysis indicated that some aircraft capabilities will 
have to be deferred to stay within cost and schedule constraints. As a result, the 
program office is working with the warfighters to determine what capabilities could 
be deferred to later in the development program or to follow-on development efforts 
while still meeting the warfighter’s basic needs. It may be some time before DOD 
knows when and what capabilities it will be able to deliver. The content and sched- 
ule of the planned 7-year, 10,000-hour flight test program is also being examined. 
According to the program office, the test program was already considered aggres- 
sive, and recent program changes have only increased the risks of completing it on 
time. 

Finally, uncertainty about the number and mix of variants the services plan to 
purchase will also affect JSF’s acquisition plans. While the Air Force has announced 
its intention to acquire the short takeoff and vertical-landing variant, it has yet to 
announce when or how many it expects to buy or how this purchase will affect the 
quantity of the conventional takeoff and landing variant it plans to buy. The num- 
ber and mix of JSF variants that the Navy and Marine Corps intend to purchase — 
and their related procurement costs — also remain undetermined. Foreign partners 
have expressed intent to buy about 700 aircraft between 2012 and 2015, but no for- 
mal agreements have been signed at this time. The 2005 Quadrennial Defense Re- 
view — an examination of U.S. defense needs — could also affect the procurement 
quantities and schedule. In developing a reliable business case, knowing the quan- 
tities to be purchased is equally as important as other elements. Without knowing 
types and quantities the program manager cannot accurately estimate costs or plan 
for production. 

Timely Capture of Product Knowledge Needed to Support Future Business Decisions 

In recent years, DOD has revised its weapons acquisition policy to support an evo- 
lutionary, knowledge-based strategy based on best practices — key to executing a fu- 
ture business case and making more informed business decisions.'^® With an evolu- 
tionary acquisition approach, new products are developed in increments based on 
available resources. Design elements that are not currently achievable are planned 
for and managed as separate acquisitions in future generations of the product with 
separate milestones, costs, and schedules. While JSF’s acquisition strategy calls for 
initially delivering a small number of aircraft with limited capabilities, the program 
has committed to deliver the full capability by the end of system development and 
demonstration in 2013 within an established cost and schedule for a single incre- 
ment, contrary to an evolutionary approach. 

In addition, JSF’s planned approach will not capture adequate knowledge about 
technologies, design, and manufacturing processes for investment decisions at key 
investment junctures. Our past work has shown that to ensure successful program 
outcomes, a high level of demonstrated knowledge must be attained at three key 
junctures for each increment in the program. Table 2 compares best practice and 
JSF knowledge expectations at each critical point. 


i®DOD Directive 5000.1, The Defense Acquisition System (itt May 2003); DOD Instruction 
5000.2, Operation of the Defense Acquision Sysem (May 2003). The directive establishes evolu- 
tionary acquisition strategies as the preferred approach to satisfying DOD’s operational needs. 
The directive also requires program managers to provide knowledge about key aspects of a sys- 
tem at key points in the acquisition process. 
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As shown in Table 2, the JSF program will lack critical production knowledge 
when it plans to enter low-rate initial production in 2007. The department has in- 
cluded about $152.4 million in its fiscal year 2006 budget request to begin long lead 
funding for low-rate initial production. This production decision is critical, and the 
knowledge required to be captured by knowledge point 3 in our best practice model 
should be achieved before this critical juncture is reached. If production begins with- 
out knowledge that the design is mature, critical manufacturing processes are under 
control, and reliability is demonstrated, costly changes to the design and manufac- 
turing processes can occur, driving up costs and dela3dng delivery of the needed ca- 
pability to the warfighter. The size of the potential risk is illustrated in the produc- 
tion ramp-up and investments planned after this decision is made. Between 2007 
(the start of low-rate production) and 2013 (the scheduled start of full-rate produc- 
tion) DOD plans to buy nearly 500 JSF aircraft — 20 percent of its planned total 
buys — at a cost of roughly $50 billion. Under the program’s preliminary plan, DOD 
expects to increase low-rate production from 5 aircraft a year to 143 aircraft a year, 
significantly increasing the financial investment after production begins. Between 
2007 and 2009, the program plans to increase low-rate production spending from 
about $100 million a month to more than $500 million a month, and before develop- 
ment has ended and an integrated aircraft has undergone operational evaluations, 
DOD expects to spend nearly $1 billion a month. 

To achieve its production rate, the program will invest significantly in tooling, fa- 
cilities, and personnel. According to contractor officials, an additional $1.2 billion in 
tooling alone would be needed to ramp up the production rate to 143 aircraft a year. 
Over half of this increase would be needed by 2009 — more than 2 years before oper- 
ational flight testing begins. Figure 3 shows the planned production ramp up, along 
with the concurrently planned development program for the JSF. 


i^The preliminary plan was what was being considered at the time of our review. Since then, 
in its fiscal year 2006 budget submission, DOD has reduced the planned procurement quantities 
for the U.S. by 38 aircraft through fiscal year 2011. This includes planned quantities for the 
United Kingdom of 2 aircraft in fiscal year 2009, 4 aircraft in fiscal year 2010; 9 aircraft in 
fiscal year 2011, 9 aircraft in fiscal year 2012, and 10 aircraft in fiscal year 2013. 
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Figure 3: Overlap of JSF Low-Rate Production and System Development and 
Demonstration Activities (Includes U.S. and U.K. Quantities) 
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Following are examples of technology, design, and production knowledge that 
should be but will not be captured when the low-rate production decision is sched- 
uled to be made. 

• Only one of JSF’s eight critical technologies is expected to be dem- 
onstrated in an operational environment by the 2007 production decision. 

• Only about 40 percent of the 17 million lines of code needed for the sys- 
tem’s software will have been released, and complex software needed to in- 
tegrate the advanced mission systems is not scheduled for release until 
about 2010 — 3 years after JSF is scheduled to enter production. Further, 
most structural fatigue testing and radar cross section testing of full-up test 
articles are not planned to be completed until 2010. 

• The program will not demonstrate that critical manufacturing processes 
are in statistical control, and flight testing of a fully configured and inte- 
grated JSF (with critical mission systems and prognostics technologies) is 
not scheduled until 2011. 

Further, because of the risk created by the extreme overlap of development and 
production, the program office plans to place initial production orders on a cost re- 
imbursement contract, placing a higher cost risk burden on the government than 
is normal. These contracts provide for payment of allowable incurred costs, to the 
extent prescribed in the contract. They are used when uncertainties involved in con- 
tract performance do not permit costs to be estimated with sufficient accuracy to use 
any type of fixed-price contract and place greater cost risk on the buyer — in this 
case, DOD. In the case of the JSF, a fixed-price contract will not be possible until 
late in the development program. 

jsf’s substantial funding requirements may be difficult to sustain in the 
CURRENT fiscal ENVIRONMENT 

Regardless of likely increases in program costs, the sizable continued investment 
in JSF must be viewed within the context of the fiscal imbalance facing the Nation 
over the next 10 years. The JSF program will have to compete with many other 
large defense programs as well as other priorities external to DOD’s budget. JSF’s 
acquisition strategy assumes an unprecedented $225 billion in funding over the next 
22 years or an average of $10 billion a year (see fig. 4).^° 


^^’This is based on DOD’s December 2003 JSF cost estimate. 
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Funding challenges will be even greater if the program fails to stay within current 
cost and schedule estimates. For example, we estimate that another 1-year delay in 
JSF development would cost $4 billion to $5 billion based on current and expected 
development spending rates. A 10-percent increase in production costs would 
amount to $20 billion. 

IMPLICATIONS FOR THE CURRENT STATUS OF TACTICAL AIRCRAFT PROGRAMS 

Continuing changes and uncertainties in the F/A-22 and JSF programs present 
significant challenges to DOD in achieving its modernization plans which attempt 
to blend many factors within affordability constraints. Factors in the decision mak- 
ing process can include aircraft age, ownership costs, readiness, force structure, op- 
erating concepts, competing needs, available funds, defense policy, and others.^'^ 
Today, both F/A-22 and JSF programs include significantly fewer aircraft than 
originally planned — 30 percent fewer or over 1,000 aircraft. Deliveries intended to 
provide an operational capability have also been delayed in both programs, almost 
10 years in the case of the F/A-22, requiring legacy systems to operate longer than 
planned. As legacy tactical aircraft age and near the end of their useful life, they 
require ever increasing investments to keep them ready and capable as the threat 
evolves — the cost of ownership. 

The reduced F/A-22 force size, now fewer than 180 F/A-22 aircraft instead of 750 
aircraft planned at the start of the program, could affect the Air Force’s force struc- 
ture and employment strategy. The Air Force still maintains it has a nominal re- 
quirement for 381 aircraft to meet its new Air and Space Expeditionary Forces — 
the operational mechanism through which the Air Force allocates forces to meet the 
combatant commanders’ force rotation requirements — and Global Strike concept of 
operations. The Air Force planned on 10 F/A-22 squadrons to support this oper- 
ational concept. Using the Air Force’s normal methods for calculating force require- 
ments, only about 110 aircraft of the total aircraft procured would be classified as 
available for combat and assignment to operational units — yielding only 4 or 5 
typical fighter squadrons for assigning across the planned 10 air and space expedi- 


GAO, Tactical Aircraft: Modemizaion Plans Will Not Reduce Average Age of Aircraft, GAO- 
01-163 (Washington, DC: Feb. 9, 2001). Today acquisition plans include 3,083 aircraft (F/A-22, 
FA-18EF, and JSF). The Air Force has been discussing buying fewer JSF, which would further 
lower the amount of planned new tactical aircraft. 

22 The remaining aircraft are used for training and development activities and to account for 
aircraft in for maintenance and those held in reserve for normal attrition. 
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tionary units. The reduced fleet size may require the Air Force to consider the F/ 
A-22 as a low-density/high-demand asset, which would require changes in these ex- 
pected management and employment strategies. It also has implications for related 
resources and plans, including military personnel requirements, numbers of oper- 
ating locations, support equipment, spare parts, and logistical support mechanisms. 

Other factors will come to play in the 2005 Quadrennial Defense Review. OSD has 
directed the review to include an assessment of joint air dominance in future war- 
fare and the contributions provided by all tactical aircraft. An announced defense 
policy goal is to redirect investment from areas of conventional warfare, where the 
United States enjoys a strong combat advantage, toward more transformational ca- 
pabilities needed to counter “irre^lar” threats, such as the insurgency in Iraq and 
the ongoing war on terror. DOD is also conducting a set of joint capability reviews 
to ensure acquisition decisions are based on providing integrated capabilities rather 
than focused on individual weapons systems. The study results, although still 
months away, could further affect the future of the F/A-22 and JSF programs in- 
cluding the F/A-22’s modernization plan. In these analyses, the new tactical aircraft 
will also have to compete for funding, priority, and mission assignments with oper- 
ational systems, such as the F-15 and F/A-18, and other future systems, such as 
the Joint Unmanned Combat Air Systems. 

The 2005 Quadrennial Defense Review provides an opportunity for DOD to assess 
tactical fixed-wing aircraft modernization plans and weigh options for accomplishing 
its specific as well as overarching tactical aircraft goals. It is critical that their in- 
vestment be well-managed and balanced against DOD’s other priorities. Through 
the review, DOD can seek answers to overall investment strategy questions: 

• What is the role of tactical aircraft in relation to other defense capabili- 
ties? 

• Will planned investments in tactical aircraft allow DOD to achieve these 
capabilities and overall transformational goals? 

• Where disconnects exist between goals and expected investment out- 
comes, what are the impacts and how will DOD compensate to minimize 
future security and investment risks? 

If DOD fails to answer these questions and continues with its current moderniza- 
tion strategy, it will likely arrive in the future with needs similar to those that exist 
today but with fewer options and resources to resolve those needs. As DOD evalu- 
ates its tactical aircraft investment alternatives, knowledge at the program level is 
needed to understand how the F/A-22 and JSF can help achieve overall tactical air- 
craft modernization goals. More specific questions need to be answered for these 
programs including: 

• Is the F/A-22 the most cost-effective alternative to fill gaps in ground at- 
tack and intelligence-gathering requirements? 

• How many F/A-22s are needed and affordable to carry out the aircraft’s 
original mission, air superiority, and new ground attack and intelligence 
gathering missions? 

• If requirements for the new F/A-22 capabilities are legitimate and not 
solvable by other means, does the Air Force have the resources (mature 
technologies, design knowledge, time, and money) to begin investments in 
a new development program for the F/A-22 enhancements? 

• What is the immediate need for JSF aircraft? Delivery of its ultimate ca- 
pability or replacing aging aircraft with an initial capability? Does the ac- 
quisition plan satisfy this need? 

• Does the program have the required knowledge about needed quantities 
and capabilities and resources (mature technologies, design knowledge, 
time, and money) to develop a reliable business case at this time? 

• Does DOD have the right acquisition strategy to develop and produce a 
JSF that will maximize its return on the more than $220 billion investment 
that remains in this program? 

While the JSF program started off with a higher-risk approach by starting system 
development with immature technologies, now is the time to implement an evolu- 
tionary and knowledge-based acquisition strategy to manage the system develop- 
ment phase and stabilize the design before making large investments in tooling, 
labor, and facilities to test and manufacture the aircraft. The JSF is relatively early 
in its system development and demonstration phase and has an opportunity to learn 
from the F/A-22 program experience. It must take the time needed now to gather 
knowledge needed to resolve key issues that could ultimately result in additional 
cost increases, delays, and performance problems. 

Our March 2005 reports on the F/A-22 and JSF made recommendations to the 
Secretary of Defense that would require answering some of these questions before 
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making significant additional investments. For the F/A-22, we recommended that 
a new business case be made to justify investments in new capabilities and the 
quantities needed to satisfy mission requirements. For the JSF, we recommended 
the establishment of an executable program consistent with policy and best prac- 
tices, including an affordable first increment with its own business case, and the im- 
plementation of a knowledge-based acquisition approach to guide future investments 
and reduce risks. 

Mr. Chairman, this concludes my prepared statement. I would be happy to re- 
spond to any questions that you or other members of the subcommittee may have. 

CONTACTS AND STAFF ACKNOWLEDGMENTS 

For future questions about our work on the F/A-22 or JSF, please call me or Mi- 
chael J. Hazard at (202) 512-4841. Other individuals making key contributions to 
this statement include Michael W. Aiken, Marvin E. Bonner, Lily J. Chin, Matthew 
T. Drerup, Bruce D. Fairbairn, Steven M. Hunter, Matthew B. Lea, David R. Schil- 
ling, and Adam Vodraska. 

Senator McCain. Thank you very much. 

Mr. Schmitz, welcome hack. 

STATEMENT OF HON. JOSEPH E. SCHMITZ, INSPECTOR 
GENERAL, DEPARTMENT OF DEFENSE 

Mr. Schmitz. Thank you, Mr. Chairman, Senator Lieherman. 
Thank you for the opportunity to appear today and answer your 
questions regarding our audit report, which is entitled “Contracting 
for and Performance of the C-130J Aircraft.” My staff has already 
provided you a copy of the full report. 
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Additional Copies 

To obtain additional copies of this report, visit the Web site of the Inspector 
General of the Department of Defense at httD://w>\w.dodig.osd.mil/audit/reports or 
contact the Secondary Reports Distribution Unit, Audit Followup and Technical 
Support at (703) 604-8937 (DSN 664-8937) or fax (703) 604-8932. 


Suggestions for Future Audits 

To suggest ideas for or to request future audits, contact Audit Followup and 
Technical Support at (703) 604-8940 (DSN 664-8940) or fax (703) 604-8932. 
Ideas and requests can also be mailed to: 


ODIG-AUD (ATTN: AFTS Audit Suggestions) 
Inspector General of the Department of Defense 
400 Army Navy Drive (Room 801) 
Arlington, VA 22202-4704 


DEP»l!T«EliI OF DEFEPSE 

I 
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$endwrin«ncon)f^it«stiX Defend HoUine, TV ^efta 90 (vWa^h^^gto^ DC 20301*1900 
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Acronyms 

AFOTEC Air Force Operational Test and Evaluation Command 

QOT&E Qualification Operational Test and Evaluation 
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INSPECTOR GENERAL 
DEPARTMENT OF DEFENSE 
400 ARMY NAVY DRIVE 
ARLINGTON, VIRGINIA 22202-4704 

July 23, 2004 

MEMORANDUM FOR ASSISTANT SECRETARY OF THE AIR FORCE 

(FINANCIAL MANAGEMENT AND COMPTROLLER) 

SUBJECT: Report on Contracting for and Performance of the C-130J Aircraft 
(Report No. D-2004-102) 


We are providing this report for review and comment. We considered 
management comments on a di^ of this report in preparing the final report. We 
performed this audit in response to allegations to the Defense Hotline concerning the 
Defense Contract Management Agency’s oversight of Lockheed Martin’s performance 
on the C-130, F-22, and C-5 aircraft. 

DoD Directive 7650.3 requires that all recommendations be resolved promptly. 
Based on comments ^m the Assistant Secretary of the Air Force for Acquisition, we 
revised Recommendation 2. to address future modifications to the C-130J contracts. We 
request that management provide additional comments on Recommendations 1 ., 2., 3., 
and 4. Additional comments should he received by August 23, 2004. 

If possible, please send management comment in electronic format (Adobe 
Acrobat file only) to Audam@.dodig. osd.mil . Copies of the management comments must 
contain the actud signature of the authorizing official. We cannot accept the / Signed / 
■symbol in place of the actual signature. If you arranged to send classified comments 
electronicidly, they must be sent over the SECRET Internet Protocol Router Network 
(SIPERNET). 

We appreciate the courtesies extended to the staff. Questions should be directed 
to Mr. Bruce A. Burton at (703) 604-9071 (DSN 664-9071) or Mr. Rudolf Noordhuizen 
at (703) 604-8959 (DSN 664-8959) . See Appendix D for report distribution. Die team 
members are listed inside the back cover. 

By Direction of the Dqiuty Inspector General for Auditing: 



Mary L. Ugone / 
Assistant Inspector Gcmeral 
for Acquisition Management 
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Office of the Inspector General of the Department of Defense 

Report No. D-2004-102 July 23, 2004 

Project No. (D2003AB-0084) 

Contracting for and Performance of the C-130J Aircraft 


Executive Summary 


Who Should Read This Report and Why? Civilian and military managers involved in 
managing acquisition programs should read this report to obtain information about 
commercial item acquisition, requirements evolution, and test and evaluation planning 
because the report discusses an unjustified decision to use a commercial item acquisition 
strategy and other problems that occurred because of poor management. 

Background. We performed this audit in response to allegations to the Defense Hotline 
concerning the Defense Contract Management Agency’s oversight of Lockheed Martin’s 
performance on the C-130, F-22, and C-5 aircraft. This is the third in a series of three 
reports concerning the allegations. This report addresses the allegation that the C-130J 
aircraft does not meet contract specifications and therefore cannot perform its operational 
mission. 

The primary mission of the C-130J remains unchanged from the existing C-130 fleet. 

The C-130J performs the intratheater portion of the airlift mission and is a platform for 
dropping troops and equipment into hostile areas. The C-130J aircraft is a 
medium-range, tactical aircraft and is the newest upgrade to the C-130 fleet. 
Enhancements include a modem glass cockpit with digital avionics, an improved 
electrical system, new engines and propellers, and an enhanced cargo handling and 
delivery system. In addition, the C-130J aircraft requires only a three-person flight crew 
instead of the five-person flight crew that the previous H-version required. Lockheed 
Martin, the manufacturer, discontinued production of the H version in 1 997 and promoted 
the C-130J as a commercial aircraft. 

Results. We substantiated the allegation that the C-130J aircraft does not meet contract 
specifications and therefore cannot perform its operational mission. The Air Force 
conditionally accepted 50 C-130J aircraft at a cost of $2.6 billion even though none of the 
aircraft met commercial contract specifications or operational requirements. The Air 
Force also paid Lockheed Martin more than 99 percent of the C-I30J aircraft’s contracted 
price for the delivered aircraft. As a result, the Government fielded C-130J aircraft that 
caiuiot perform their intended mission, which forces the users to incur additional 
operations and maintenance costs to operate and maintain older C-130 mission-capable 
aircraft because the C-130J aircraft can be used only for training. The Assistant 
Secretary of the Air Force for Acquisition should stop the System Program Office from 
contracting for additional block upgrades until a contract -compliant aircraft is designed, 
developed, and delivered; use Federal Acquisition Regulation Part 15 for future 
modifications that add to the scope of the statement of work to the C-130J multiyear 
contract (F33657-03-C-2014); increase contract withhold amounts for acceptance of 
noncompliant aircraft; and develop a schedule for completing outstanding retrofits to 
accepted and fielded aircraft. (See the Finding section of the report for the detailed 
recommendations.) 
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Management Comments and Audit Response. The Assistant Secretary of the Air 
Force for Acquisition nonconcurred with the finding and recommendations. The 
Assistant Secretary stated that the commercial acquisition strategy of the C-1 30J was 
legitimate, the Air Force properly managed the program, and DoD provided effective 
oversight. The Assistant Secret^ stated that Locldieed Martin is delivering contract- 
compliant C-130J aircraft, and that upgrades are necessary to meet DoD requirements. 

He also stated that the use of Federal Acquisition Regulation Part 12 was appropriate. In 
addition, withholds were consistent with the contract, and the Air Force did not have 
problems motivating Lockheed Martin to correct within-scope deficiencies. The 
Assistant Secretary also stated that all outstanding retrofits had been scheduled or 
completed. 

The Assistant Secretary’s comments were nonresponsive to the report and its 
recommendations. We do not agree with the Assistant Secretary’s comments and stand 
by our finding and intent of the recommendations. Because the Air Force had already 
accepted noncompliant aircraft, visibility on modification and development costs are 
lacking, the multiyear contract has already been awarded, and it would require a bilateral 
agreement to change the terms and conditions of the contract, we revised fte 
recommendation from changing the existing multiyear contract terms and conditions to 
using Federal Acquisition Regulation Part 15 for fiiture modifications that add to the 
scope of the work of the multiyear contract. The commercial acquisition strategy was 
unjustified, the Air Force did not properly manage the program, and the Office of the 
Under Secretary of Defense for Acquisition, Technology, and Logistics did not provide 
effective oversight. The Air Force bought the C-130J as a commercial item needing 
minor modification, but in the 8 years since the Air Force began contracting for the 
C-130J, Lockheed Martin has been unable to design, develop, or produce a C-130J 
aircraft that meets contract specifications. In addition, the Air Force did not determine 
whether the commercial version of the C-130J met the operational requirements before 
procuring the aircraft. The Air Force C-130J withholds do not correlate with C-130J 
aircraft outstanding contract deficiencies, nor do current levels of withholds ensure that 
corrections are performed in a timely manner. All contract deficiencies should be 
resolved and retrofits should be performed before the Air Force funds additional 
upgrades. We request that the Assistant Secretary of the Air Force for Acquisition 
provide comments on the final report by August 23, 2004. 

Although not required, the Director, Operational Test and Evaluation in the Office of the 
Secretary of Defense provided comments on the report. See the Management Comments 
section of the report for the complete text of the comments. 

See the Finding section of the report for a discussion of the Assistant Secretary of the Air 
Force for Acquisition’s comments and the Management Comments section of the report 
for the complete text of the comments. 
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Background 

We perfonned this audit in response to allegations to the Defense Hotline 
concerning the Defense Contract Management Agency’s oversight of Lockheed 
Martin’s performance on the C-130, F-22, and C-5 aircraft. This is the third and 
final report concerning the allegations. Specifically, this report addresses the 
allegation which states that the C-130J Aircraft does not meet contract 
specifications and therefore cannot perform its operational mission. 

Congressional Authorization and Appropriation. Congress authorized and 
appropriated about $4 billion for the acquisition of the C-130J aircraft for 
FYs 1996 through 2004. About $2.3 billion of the $4 billion were congressional 
increases to the Services’ budget requests. In 2003, the DoD submitted a request 
for approval of a multiyear contract for the C-130J aircraft. The 2003 
Authorization Conference Report 107-772 authorized multiyear procurement 
authority for the C-130J aircraft program. 

C-130J Aircraft. The primary mission of the C-130J remains unchanged from 
the existing C-130 fleet. The C-130J performs the intratheater portion of the 
airlift mission and is a platform for dropping troops and equipment into hostile 
areas. The Air Mobility Command, Theater Commands, Air National Guard, Air 
Force Reserve, Air Force Special Operations Command, Marine Corps, and Coast 
Guard use the C-130 aircraft fleet in peace and war missions. The C-130J aircraft 
is a medium range, tactical aircraft and is the newest upgrade to the C-130 fleet. 
Specialized versions of the aircraft include the C-130J Stretch where the cargo 
floor length of the aircraft is increased from 40 feet to 55 feet, the WC-130J that 
performs weather reconnaissance missions, the EC-130J that performs electronic 
warfare missions, the KC-130J that performs air-refueling missions, and the 
HC-130J that performs search and rescue missions. In this report, all aircraft will 
be referred to as the C-130J unless the discussion relates to a specific aircraft 
version. 

Enhancements for the C-130J aircraft include a modem glass cockpit with digital 
avionics, an improved electrical system, new engines and propellers, and an 
enhanced cargo handling and delivery system. In addition, the C-130J aircraft 
requires only a three-person flight crew instead of a five-person flight crew that 
the previous C-130H version required. Lockheed Martin, the manufacturer, 
discontinued production of the militaiy C-130H version in 1997 and promoted the 
C-130J as a commercial aircraft to replace aging C130 aircraft. 

C-130J Program Information. The Under Secretary of Defense for Acquisition, 
Technology and Logistics designated the C-130J Program as an Acquisition 
Category IC program and assigned the Air Force acquisition executive as the 
milestone decision authority. The Air Force Contracting Officer determined that 
the C-130J aircraft was a commercial item that would meet the Government’s 
needs with minor modification. 


’Acquisition Category IC programs are Major Defense Acquisition Programs with expenditures for 
research, development, test, and evaluation of more than $355 million or procurement of more than 
$2,135 billion. The milestone decision authority is the Component head, or Service acquisition executive. 
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Lockheed Martin developed and produced the C-l 30J aircraft using a commercial 
aircraft model performance specification. Lockheed Martin initiated the C-130J 
upgrade and managed the program development, developmental testing, and 
production process. Because the Air Force contracting officer determined that the 
C-130J aircraft was a commercial item, the Air Force did not apply the normal 
milestone decision process to this program. The only DoD acquisition decision 
was whether to buy the C-130J aircraft, which was based on force structure 
requirements and system affordability. 

Based on the congressional authority to purchase C-l 30J aircraft, the Air Force 
decided to buy the aircraft in the quantities authorized. Because of the contracting 
officer’s decision to designate the aircraft as a commercial item. Federal 
Acquisition Regulation Part 1 5, Contracting by Negotiation, which allowed 
access to contractor cost and pricing data as well as other Government oversight, 
did not have to be applied to the C-130J procurement. In total, the Air Force 
contracted for 1 17 C-130J aircraft for the Air Force, Marine Corps, and Coast 
Guard at a cost of $7.45 billion. As of December 31, 2003, the Air Force had 
accepted 50 C-130J aircraft at a cost of $2.6 billion. 


Objectives 


The overall audit objective was to determine whether the allegation that the 
C- 1 3 OJ aircraft does not meet contract specifications and therefore cannot perform 
its operational mission has merit. We determined that the allegation had merit, 
which resulted in our report. See Appendix A for a complete discussion of the 
audit scope and methodology. 
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Contracting for and Management of the 
C-130J Program 

The Air Force conditionally accepted 50 C-130J aircraft at a cost of 
$2.6 billion even though none of the aircraft met commercial contract 
specifications or operational requirements. The Air Force also paid 
Lockheed Martin more than 99 percent of the C-130J aircraft’s contracted 
price for the delivered aircraft, leaving the contractor little financial 
incentive to correct deficiencies. These conditions occurred because: 

• The Air Force contracting officer did not properly justify the use of 
a commercial item acquisition strategy; 

• The Air Force did not adequately manage the program operation; 

• The contracts did not provide sufficient financial incentives for 
delivering compliant aircraft; and 

• The Office of the Secretary of Defense did not provide effective 
oversight of the C-130J Program to correct significant program 
deficiencies. 

As a result, the Government fielded C-130J aircraft that cannot perform 
their intended mission, and the users incurred additional operations and 
maintenance costs to operate and maintain older C-130 aircraft as well as 
the C-130J aircraft. 


Criteria 


Federal Acquisition Regulation. Federal Acquisition Regulation Subpart 2.1, 
“Definitions,” September 2001, states that a commercial item is customarily used 
for nongovernmental purposes, and has been sold or offered for sale, lease, or 
license to the public. A commercial item can also require minor modifications not 
customarily available in the commercial marketplace to meet Federal Government 
requirements. Minor modifications do not significantly alter the nongovernmental 
function or essential physical characteristics of an item or component or change 
the purpose of a process. The Government contracting officer determines whether 
an item that is proposed as commercial is actually commercial or can be modified 
in some minor way to meet the Government’s needs. 

DoD Guidance. DoD Instruction 5000.2, “Operation of the Defense Acquisition 
System,” May 12, 2003, requires that test and evaluation determine the 
effectiveness and suitability of a system under realistic operational conditions, 
including combat, determine whether the thresholds in the approved operational 
requirement document and the critical operational issues have been satisfied, and 
assess impacts on combat operations. 
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Conditional Acceptance of C-130J Aircraft 


From 1999 to 2003, the Air Force conditionally accepted 50 C-130J aircraft at a 
cost of $2.6 billion even though none of the aircraft met commercial contract 
specifications or operational requirements. In addition, the Air Force paid more 
than 99 percent of the contract price for the 50 conditionally accepted aircraft; 
withholding less than 1 percent as incentive to fix noncompliant issues. Table 1 
shows the number of aircraft by Component and year. 


Table 1. Aircraft Delivery Schedule 



(As 

of December 

31,2003) 




Air 

Air 





Force 

National 

Marine 

Coast 


Year 

Reserve 

Guard 

Corns 

Guard 

Total 

1999 

7 

7 

0 

0 

14 

2000 

1 

4 

1 

0 

6 

2001 

2 

4 

7 

0 

13 

2002 

4 

2 

1 

1 

8 

2003 

0 

1 

3 

5 

9 

Total 

14 

18 

12 

6 

50 


The C-130J aircraft delivered to the Government did not meet the commereial 
model specification. Lockheed Martin delivered all 50 aircraft with a Letter of 
Temporary Exception. The Letter of Temporary Exception documented the 
differences between the actual configuration of the C-i30J aircraft delivered and 
the commercial specification incorporated in the contract. In addition. Air Force 
testing disclosed many deficiencies in aircraft operational performance and 
suitability. 

Air Force and Navy testers and the C-130J users generated deficiency reports that 
addressed commercial model specifications and operational deficiencies. The 
deficiencies fell into two categories. Category 1 deficiencies could cause death, 
severe injury or illness, major loss of equipment or systems, or directly restrict 
combat or operational readiness, if uncorrected. Category 2 deficiencies were all 
other deficiencies that did not meet the criteria of Category 1 . Table 2 shows the 
number of open and closed deficiency reports generated on the C-130J Program 
as of December 31, 2003. 

Table 2. C-130J Deficiency Reports 

(As of December 31, 2003) 

Category 1 Category 2 Total 
Open 33 151 184 

Closed JL35 532 667 

Total 168 683 851 

Lockheed Martin and the Government must retrofit previously delivered aircraft 
as the deficiency reports are closed and corrections implemented. 
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Air Force Acquisition Strategy 

The Air Force used an unjustified commercial item acquisition strategy to acquire 
the C-130J aircraft. The Government contracting officer’s justification stated that 
the C-130J aircraft was a commercial item because the C-130J aircraft had 
evolved from a series of Lockheed Martin-developed and produced commercial 
aircraft configurations certified by the Federal Aviation Administration. The 
contracting officer stated that the C-130J included Lockheed Martin-developed 
advances in technology and performance. The contracting officer’s justification 
also stated that the aircraft would be available in the commercial marketplace by 
the time of delivery under a Government contract. In addition, the Government 
contracting officer included in his justification a statement that only minor 
modifications to the commercial aircraft would be required to fulfill Government 
needs. Based on the contracting officer’s commercial item determination, the Air 
Force adopted a commercial item acquisition strategy for the C-130J aircraft. 

The contracting officer’s justification that the aircraft was commercial and the 
decision to pursue a commercial acquisition strategy were flawed in several ways. 
First, the contracting officer stated that 95 percent of the features between the 
military and civilian versions of the aircraft were the same. However, Air Force 
contracting personnel could not provide the evidence to support that statement. 
The contracting officer also stat^ that the aircraft evolved from a series of 
Lockheed Martin-produced commercial aircraft. However, the most current prior 
version, the C-1 30H was only used for government purposes. The contracting 
officer also could not produce support for the determination that modification to 
include customer requirements would be minor. The Air Force was also unable to 
show that the commercial specification was compared to operational requirements 
and would meet Government needs. This flawed justification and decision led to 
a number of problems. 

As a result of the commercial specification not meeting user needs, the Air Force 
and Marine Corps decided to revise their requirements documents to reduce the 
initial capabilities required and to satisfy operational requirement deficiencies 
through block upgrade programs at the Government expense. Essentially, what 
began as a contract to obtain a commercial aircraft that would meet the 
Government’s needs with minor modification evolved into efforts by the Air 
Force to manage the C-130J as a spiral development at additional expense to the 
Government. 

In addition, by acquiring the C-130J as a commercial item, using Federal 
Acquisition Regulation, Part 12, “Acquisition of Commercial Items,” the 
Government did not apply the normal acquisition milestone decision process and 
limited program oversight. Also, because the Air Force acquired the C-130J 
aircraft using Federal Acquisition Regulation, Part 12, the Air Force contracting 
official could not require Lockheed Martin to provide certified cost or pricing 
data. Therefore, without knowledge of Lockheed Martin’s prices, costs, or 
profits, the Air Force contracting officer was limited in his ability to protect the 
Government against overpricing. In 1995, the price for the basic C-130J aircraft 
was $33.9 million, but by 1998, the price had risen to $49.7 million. The 
FY 2004 contract price for the C-I30J Stretch aircraft is $66.5 million. 
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Air Force Management 


The Air Force did not adequately manage program operations or financing for the 
C-130J. Since 1996, the Air Force issued three, consecutive, firm-fixed-price 
contracts for the C-130J aircraft even though Lockheed Martin continued to show 
little progress in delivering contract-compliant aircraft. In addition, the Air Force 
did not withhold sufficient funds from Lockheed Martin to adequately motivate 
the contractor to build a compliant aircraft and correct deficiencies in delivered 
aircraft. 

Operation. In October 1995, the Government contracted for the first two C-130J 
aircraft in a modification to the C-130H aircraft contract. Production for the 
initial C-1 30J aircraft began in 1996. Lockheed Martin originally planned to 
deliver the initial aircraft in July 1997 but did not deliver the aircraft until 
February 1999. In November 1996, the Government signed a 5-year option 
contract that resulted in the purchase of 35 C-130J aircraft. 

In January 1999, the Air Force became aware that Lockheed Martin could not 
meet the C-130J commercial model specification and agreed to a contractor- 
initiated, three-phase, block upgrade program, consisting of block upgrades 5.1, 
5.2, and 5.3. However, the Air Force continued to contract for additional aircraft 
and exercised options for more aircraft before the first aircraft was delivered. 

Because Lockheed Martin was experiencing design, test, and qualification 
problems, the first two C-130J aircraft were not delivered until February 1999, 
and even those aircraft were conditionally accepted. In December 2000, the Air 
Force signed another 5-year option contract for 20 C-130J aircraft, even though 
Lockheed Martin still had not designed, developed, or delivered a C-130J aircraft 
that met the commercial model specification. Testing showed that even with the 
block 5.1, 5.2, and 5.3 upgrades, the aircraft was still not compliant with the 
commercial model specification or operational requirements. 

In October 2002, 6 years after initial production, the Air Force and Lockheed 
Martin reached an agreement that the design would be considered compliant with 
the successful completion of an agreed-upon action plan. Corrections in the 
agreement are to be completed in block upgrade 5.4, which is scheduled for 
installation in 2005. 

However, the Air Force commingled contract specification work with out-of- 
scope work in block upgrade 5.4. As a result, customers who cannot afford the 
cost of the out-of-scope work will not receive the upgrade needed to have 
compliant aircraft. 

In March 2003, the Air Force made another poor decision to obtain approval from 
Congress to award a multiyear contract to purchase 60 additional C-130J aircraft. 
Section 2306b, title 10, United States Code requires a stable design for a 
multiyear contract. The design of the C-130J is not stable and the C-130J aircraft 
has not passed operational testing. Table 3 shows the number of C-130J aircraft 
purchased and delivered by contract, as of December 3 1, 2003. 
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Table 3. Number of C-130J Aircraft Purchased and Delivered 

(As ofDecember 31, 2003) 


Contract Number 

Purchased 

Delivered 

F33657-90C.0071 

2 

2 

F33657-95C-2055 

35 

35 

F33657-O0C-O018 

20 

13 

F33657-03C-2014 

60 

0 

Total 

117 

50 


In addition to the problems of upgrading the aircraft to obtain compliance, the 
50 already accepted aircraft needed to be retrofitted to incorporate corrections that 
were required for the aircraft to adhere to the most current design configuration. 
Lockheed Martin and the Government have already performed numerous hours of 
retrofit work on fielded C-130J aircraft to make the required changes. Table 4 
shows the estimated retrofit hours that Lockheed Martin and the Government still 
needed to perform on the 32 C-130J aircraft fielded to Air Force units, as of 
August 2003. 

Table 4. Estimated Hours to Retrofit Air Force Aircraft 

(As of August 2003) 

No. of Estimated Hours Hours 

Component Aircraft Hours Needed Scheduled Unscheduled 
Air Force 14 3,846 2,399 1,447 

Reserve 

Air National 18 5,683 2,351 3,332 

Guard 

Total 32 9,529 4,750 4,779 

The 4,750 hours scheduled for retrofitting began in August 2003 and will be 
completed in August 2004. Lockheed Martin and the Government have not 
negotiated an implementation plan for the 4,779 unscheduled retrofit hours. In 
addition, until there is a stabilized design for the C-1 30J aircraft and all 
deficiencies are corrected, more retrofit hours will be generated and additional 
corrections will be needed. The Air Force was unable to provide an estimate of 
retrofit hours needed for the 12 Marine Corps or the 6 Coast Guard C-130J 
aircraft. 

The above condition could have been alleviated if the Air Force had provided 
adequate financial incentives by withholding more funds. 

Financial Incentive. The Air Force decisions for providing financing to 
Lockheed Martin were not sound, because Lockheed Martin had no incentive to 
produce a compliant aircraft or make timely corrections to fielded aircraft. The 
contracts were structured to provide payments based on completed events. A 
percentage was then paid for each event. The Air Force also increased the 
amount paid for earlier interim events with each new contract. For example, the 
original contract payment at aircraft assembly completion was 65 percent; 
payment increased to 75 percent on the second contract and to 85 percent on the 
current contract. The Air Force has paid almost the entire price of the aircraft 
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before aircraft acceptance inspection and delivery. The Air Force should have 
increased the amounts withheld to motivate Lockheed Martin to deliver aircraft 
that meet contractual requirements. 

The Air Force could have and should have withheld sufficient money for the 
noncompliant items to motivate the contractor to timely fix deficiencies, but the 
Air Force managed the financing poorly and paid the contractor almost the full 
price of the aircraft on acceptance. Specifically, as of December 31, 2003, the Air 
Force paid Lockheed Martin approximately $2.6 billion for the 50 conditionally 
accepted aircraft while withholding only $22.6 million (see Table 5). 

Table 5. Program Office Payments to Lockheed Martin 
(As of December 31, 2003) 


Comnonent 

No. of 
Aircraft 

Amount Paid 

Amount Withheld 

Contract Price 

Air Force 

14 

$618,998,713 

$4,401,287 

$623,400,000 

Reserve 

Air National 

18 

936,854,587 

245,413 

937,100,000 

Guard 

Marine Corps 

12 

679,472,377 

13,777,623 

693,250,000 

Coast Guard 

6 

353.369.586 

4.230.414 

357.600.000 

Total 

50 

$2,588,695,263 

$22,654,737 

$2,611,350,000 


Office of the Secretary of Defense Oversight 

In addition to the deficiencies in Air Force management of the C-1 30J aircraft, 
higher-level DoD officials were informed and involved in the decision process 
and should have acted to assist in correcting cost, schedule, and performance 
problems in the program. Since September 1995, when the Air Force became the 
milestone decision authority, the Office of the Under Secretary of Defense for 
Acquisition, Technology, and Logistics has provided limited oversight of the 
C-130J Program. However, officials in the Office of the Under Secretary of 
Defense were fully aware of the acquisition strategy, the changes to the 
operational requirements document, and the deficiency reports on the C-130J 
Program, but they did not act to assist the Air Force in correcting known problems 
or improve the management of the troubled program. Further, the Office of the 
Secretary of Defense supported the multiyear contract by submitting a repiort to 
Congress for approval of the multiyear contract, even though the C-130J design 
was not stable and the C-130 aircraft did not meet the contract model 
specification or operational requirements. 


C-130J Operations and Maintenance 


The Government has fielded C-130J aircraft that cannot perform its intended 
mission, and .'le users have incurred additional operations and maintenance costs 
to operate and maintain older C-130 aircraft as well as the C-130J aircraft. 
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Testing. Testers identified deficiencies that degrade system operations and 
prevent successful mission accomplishment. The Air Force Operational Test and 
Evaluation Center (AFOTEC) conducted a Qualification Operational Test and 
Evaluation (QOT&E) to evaluate and report on the operational effectiveness and 
suitability of the aircraft and to identify deficiencies that could affect the ability of 
the C-130J aircraft to accomplish its missions. AFOTEC used an operational test 
plan to lay out the testing approach for the C-1 30J Program. The plan identified a 
two-phase QOT&E approach. Phase 1 testing evaluated the C-130J air land 
mission in September 2000 and Phase 2 testing will evaluate the C-130J air drop 
mission. Phase 2 testing is scheduled for November 2005. 

Phase 1 Testing. AFOTEC completed Phase 1 testing in September 
2000, which showed that the C-130J aircraft was not effective or suitable for the 
air land mission. AFOTEC Report, “C-130J Hercules II Qualification 
Operational Test and Evaluation Phase 1 Report,” January 8, 2001, stated that the 
block 5.2 upgrade for the C-130J was not effective. Performance deficiencies 
included inadequate range and payload, immature software, lack of an automated 
mission planning system, and difficulties in cold weather operations. The report 
also stated that Ae C-130J aircraft was not suitable in its current configuration 
because its integrated diagnostic capability was poor, including high built-in-test 
false alarm rates and deficient technical orders. The Air Force stopped the 
suitability evaluation on August 30, 2000, due to the extent of the deficiencies 
identified. The report stated that many of the deficiencies noted in Phase 1 testing 
were programmed to be corrected in the block 5.3 upgrade. 

Operational Assessment. AFOTEC performed an operational assessment 
on block upgrade 5.3 to assess the C-130J Program’s progress towards readiness 
for Phase 2 QOT&E testing. The “C-130J Hercules 11 Operational Assessment 
(1) Final Report,” November 2001, stated that the C-130J aircraft’s progress in 
the effectiveness area was rated “unsatisfactory.” AFOTEC identified Aat 
deficiencies remained in the defensive systems, global air traffic management 
compliance, the mission planning systems, interoperability with the existing 
C-130 fleet, training, publications, and the ground maintenance system. The 
report stated that the C-130J Program was also progressing unsatisfactorily in the 
suitability area. The report mentioned that the large number of open deficiency 
reports did not allow a definitive assessment of the operational impacts on C-130J 
performance. 

Development schedule slips, system immaturity, and training issues 
caused AFOTEC to reschedule Phase 2 operational testing fi'om July 2000 to 
November 2005. The deficiencies that AFOTEC found in block upgrade 5.3 
necessitated the C-130J program office to make another block upgrade in 
block 5.4. Phase 2 QOT&E was aligned with contractor implementation of the 
block upgrade 5.4. 

Operational Limitations. Deficiencies identified by the testers in the C-130J 
Program affected the aircraft’s ability to perform its missions. Based on the 
QOT&E test results, the Air Mobility Command determined the missions that the 
C-130J could safely perform and released users to perform those aircraft missions. 
Specifically, the Air ’ fobility Command released the C-130J to perform the 
following missions: basic air land, assault, overwater operations, and medical 
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evacuation. Operational limitations restrict the C-130J from performing night 
vision goggle operations, combat search and rescue, visual formation, global air 
traffic management, and air dropping paratroopers and containers. Because the 
aircraft performed poorly during testing, the Air Mobility Command could not 
release the C-130J to perform required heavy equipment air drop, coordinated 
aircraft positioning system/station keeping equipment formation, and hostile 
environment missions. The installation of block upgrade 5.4, which is scheduled 
for 2005, is intended to allow the C-130J to air drop paratroopers and containers 
and to perform night vision goggle operations, combat search and rescue, visual 
formation, global air traffic management, coordinated aircraft positioning 
system/station keeping equipment formation, and hostile environment operations. 
Installation of block upgrade 6.0, which is scheduled for installation in 2007, will 
allow the C-130J to perform heavy equipment air drop. Appendix B shows a 
summary of the effects on each unit receiving the C-130J aircraft. 

C-130J. The basic aircraft is the C-130J. The primary mission of the 
C-130J aircraft to air land and air drop personnel and equipment remains 
unchanged fi-om older versions of the C-l 30 aircraft. Testing has shown that the 
C-l 30J aircraft is not operationally effective or suitable. The 81 5'*’ Air Squadron 
and the 135'*' Airlift Squadron have been nonoperational for more than 4 years 
since they replaced the C-I30E with the C-l 30J aircraft. In addition, three Air 
National Guard components and one Air Force Reserve component have a 
combination of C-130H or E and C-130J aircraft. Those components must use the 
older C-130 aircraft to perform their assigned missions and use the C-130J mainly 
for training. Because of major differences between the earlier C-l 30 and the 
C-130J versions, pilots cannot be qualified on both aircraft, which causes an 
additional financial and personnel burden on units that must operate both aircraft 
simultaneously. 

WC-130J. The WC-130 aircraft performs reconnaissance missions to 
provide information on hurricanes, tropical storms, and winter storms; however, 
the WC-130J aircraft cannot perform the hurricane reconnaissance mission 
because the radar has inadequate storm penetration. AFOTEC reported that all 
the weather reconnaissance missions were affected by sustainability of the 
propeller, which was damaged during all test missions. As a result the Air Force 
Reserve component must operate its old WC-1 30 aircraft to perform the mission. 
Based on the Air Force schedule to fix the radar, the component will not be able 
to perform the hurricane hunter mission with the WC-130J aircraft until at least 
2005. The propeller requires further testing before it can be determined whether 
the propeller can perform adequately for the weather mission. Propeller testing is 
scheduled during the 2004 hurricane season. 

KC-130J. The KC-1 30J performs air land, air delivery, and air-refueling 
missions for the Marine Corps. The Navy Commander Operational Test and 
Evaluation Force conducted an operational evaluation of the KC-130J aircraft. 

The KC-130J Aircraft System Operational Evaluation OT-IIIA/B was performed 
from October 4, 2003, through January 9, 2004. The purpose of the test was to 
determine the operational effectiveness and operational suitability of the KC- 1 30J 
for air land and air delivery missions (Block A), aerial refueling (Block B), and its 
readiness for fleet introduction. The report, “KC-130J Aircraft System 
Operational Evaluation OT-IIIA/B Report” April 21, 2004, stated the KC-130J 
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met or exceeded all effectiveness and suitability critical operational issue 
threshold values with the exception of availability, logistic supportability, and 
training. The evaluation did not include aircraft survivability equipment; 
therefore, the aircraft should only be employed in a permissive threat environment 
until aircraft survivability equipment testing is completed. The report stated that 
the KC-130J is operationally effective and suitable in a permissive threat 
environment and recommended full fleet introduction of the KC-130J for 
operational use in a permissive threat environment. DoD defines a permissive 
threat environment as an operational environment in which the host country’s 
military and law enforcement agencies have control as well as the intent and 
capability to assist operations that a unit intends to conduct. 

EC-130J, HC-130J. The EC-130J is to perform electronic warfare 
missions, and the HC-130J to perform search and rescue missions. The effects of 
C-130J performance deficiencies on the EC-130J electronic warfare missions and 
the HC-130J search and rescue missions have not yet been determined through 
testing. 

Maintenance. Unit level maintenance officials stated that C-130J aircraft 
performance deficiencies caused an inability to support operations and schedule 
flights. Released missions for the C-130J were limited to training and basic air 
land, assault, overwater operations, and medical evacuation. An aircraft is fully 
mission capable if it can perform all of its assigned missions. An aircraft is 
partially mission capable if it can perform at least one but not all of its assigned 
missions. The aircraft is not mission capable if it cannot perform any of its 
assigned mission. Because it did not pass operational tests, the C-1 30J is not 
capable of performing many of its planned missions. 

The mission capability rate for the C-130J indicates that the aircraft is able to 
perform only those missions it has been released to perform and not all the 
missions that it is assigned to perform. The mission capability rates for the 
C-130J are lower than the rates for the older C-1 30 versions, even though it has 
not been released to perform all the C-1 30 missions. For the released missions, 
the C-130J aircraft was available for use at a rating of 50.4 percent in 2002 and 
62.4 percent in 2003. 

The C-130J has a high rate of built-in-test false detections that have resulted in 
decreased availability and increased maintenance time and costs. The built-in-test 
false detection rate means that unnecessary maintenance is performed and 
functional line replaceable units are removed, which, in turn, increases the 
number of spare parts and maintenance hours needed to maintain the aircraft. 

In addition, the immaturity of the C-130J aircraft design means that unit 
maintenance personnel must spend available time correcting deficiencies for 
block upgrade modifications, testing, and system reliability, which increases 
aircraft downtime and creates a strain on persormel. The high number of 
workarounds has caused user personnel frustration and additional maintenance 
hours and costs. 
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Conclusion 


The Government purchased the C-130J as a commercial item needing minor 
modifications to meet operational requirements, but Lockheed Martin has been 
unable to design, develop, and mMufacture an aircraft that meets commercial 
model specifications. Since first contracted for in 1995, the C-130J aircraft has 
not met the operational requirements of the users and the design has not 
stabilized. Testers and users have identified many aircraft deficiencies that affect 
the satisfaction of the commercial model specifications and the operational 
requirements. Further, the conditional acceptance of and near full payment for 
noncompliant C-130J aircraft unnecessarily increased the Government cost risk 
on the C-130J Program and reduced the incentive for Lockheed Martin to correct 
deficiencies. In addition, because the aircraft was designated as a commercial 
aircraft and acquired under Federal Acquisition Regulation Part 1 2, the Air Force 
did not have contractor certified information on contract prices, costs, or profits 
and therefore was limited in its ability to protect the Government against possible 
overpricing. 


Management Comments on the Finding and Audit Response 


The Assistant Secretary of the Air Force for Acquisition nonconcurred with the 
finding. The Assistant Secretary stated that the Air Force followed regulatory 
mandates and processes to determine and validate the commercial acquisition 
strategy. In addition, the Assistant Secretary stated that the commercial derivative 
of the C-1 30J aircraft is available in the commercial marketplace. The Assistant 
Secretary stated that the C-1 30J program is properly managed. The conditional 
acceptance of C-130J aircraft is consistent with the terms and conditions of the 
contract, and withholds are based on an analysis of the price of deficient items. 
The Assistant Secretary also stated that the Office of the Secretary of Defense 
provided effective oversight of the C-130J Program. 

We do not agree with the Assistant Secretary of the Air Force for Acquisition’s 
comments. The Air Force bought the C-130J as a commercial item needing minor 
modification. The contracting officer did not support the basis for his decision. 
That Lockheed Martin has been unable to design, develop, or deliver the 
contracted for C-130J aircraft for 8 years casts serious doubt on the commercial 
nature of the purchase. Also, the conditional acceptance of and payment for 
noncompliant C-130J aircraft unnecessarily increased the Government’s cost risk 
on the C-1 30J Program and reduced the incentive for Lockheed Martin to correct 
deficiencies. Although DoD officials were fully aware that the C-130J design 
was not stable and that the C- 1 30 aircraft did not meet the contract model 
specification or operational requirements, they did not assist the Air Force in an 
oversight capacity to correct known problems or to improve the management of 
the troubled program. 

Although not required, the Director, Operational Test and Evaluation of the 
Office of the Secretary of Defense commented that the Air Force did not apply the 
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normal milestone decision process to this program and the only Government 
acquisition decision was to buy or not buy the C-130J aircraft based on force 
structure requirements and system affordability. 


Recommendations, Management Comments, and Audit 
Response 


Revised Recommendation. As a result of management comments, we revised 
draft Recommendation 2. to require a change to fijture multiyear contract 
modifications. 

We recommend that the Assistant Secretary of the Air Force for Acquisition: 

1. Refrain from contracting for additional block upgrades until Lockheed 
Martin can design, develop, and deliver a contract compliant aircraft. 

Air Force Comments. The Assistant Secretary of the Air Force for Acquisition 
did not concur with the recommendation. The Assistant Secretary stated that 
Lockheed Martin is already delivering C-130J aircraft that are compliant with the 
contract specification. The Assistant Secretary stated that the baseline C-130J 
aircraft is the same as the commercial derivative and only the military unique 
modifications are developmental. As provided in the contract, the Government 
evaluates the condition of the aircraft before each aircraft delivery and may accept 
an aircraft with minor deficiencies. The Assistant Secretary stated that additional 
block upgrades are required to meet DoD-mandated requirements and a delay 
would be detrimental to the Air Mobility Command mission. In addition, he 
stated that the Air Force is revising its operational requirements document to 
reflect a spiral approach. 

Audit Response. The Assistant Secretary of the Air Force for Acquisition’s 
management comments were nonresponsive. We disagree with the Assistant 
Secretary’s comments. Not one C-130J delivered aircraft was fully compliant 
with the contract specification. In addition, the Air Force did not ensure that the 
purchased C-1 30J aircraft met the operational requirements of the user. The 
revision of the operational requirements document to a spiral approach is a 
reduction of initial capabilities that the user required. All contract deficiencies 
should be resolved and retrofits should be performed before the Air Force funds 
additional upgrades. 

We request the Assistant Secretary of the Air Force for Acquisition to reconsider 
his position and provide additional comments on the final report. 

2. Use Federal Acquisition Regulation Part 15 for future modifications that 
add to the scope of the statement of work to the C-130J multiyear contract 
(F33657-03-C-2014). Proposals for modification should provide the 
Government with the contractor’s pricing, cost, and profit data. 
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Air Force Comments. The Assistant Secretary of the Air Force for Acquisition 
did not concur with the original recommendation to change the multiyear contract 
to a Federal Acquisition Regulation Part 15 acquisition. The Assistant Secretary 
stated that the use of Federal Acquisition Regulation Part 12 was appropriate, 
based on the commercial nature of the C-130J aircraft. He stated that future 
upgrades to the C-130J aircraft will be contracted for under Federal Acquisition 
Regulation Part 1 5 because they are Government-financed enhancements to the 
C-130J aircraft. 

Audit Response. We reconsidered the practicality of recommending that the 
multiyear contract be changed to a Federal Acquisition Regulation Part 15. 
Because the Air Force had already accepted noncompliant aircraft, visibility on 
modification and development costs are lacking, the multiyear contract has 
already been awarded, and it would require a bilateral agreement to change the 
terms and conditions of the contract, we revised Recommendation 2. to address 
future modifications that add to the scope of the statement of work to the C-130J 
multiyear contract (F33657-03-C-2014). We maintain our position that the 
contracting officer did not adequately support the determination that the C-I30J 
aircraft was a commercial item as defined in Federal Acquisition Regulation 
Part 12. That Lockheed Martin has been unable to design, develop, or deliver the 
contracted for C-130J aircraft also casts serious doubt on that determination. By 
acquiring the C-130J using Federal Acquisition Regulation Part 12, the Air Force 
contracting official could not require Lockheed Martin to provide certified cost 
and pricing data. Accordingly, without knowing Lockheed Martin prices, costs, 
or profits, the Air Force contracting officer was limited in his ability to protect the 
Government from possible overpricing. 

In response to the final report, we request the Assistant Secretary of the Air Force 
for Acquisition provide comments on the revised recommendation, which will 
require the use of Federal Acquisition Regulation Part 15 on all modifications to 
the C-130J multiyear contract (F33657-03-C-2014). 

3. Increase amounts withheld to motivate Lockheed Martin to deliver an 
aircraft that meets contractual requirements. 

Air Force Comments. The Assistant Secretary of the Air Force for Acquisition 
did not concur with the recommendation. The Assistant Secretary stated that 
withholds are consistent with the terms of the contract and are based on a 
Government analysis of the price of the noncompliant items In addition, he 
stated that the Air Force has not had an issue with motivating Lockheed Martin to 
correct within-scope deficiencies. 

Audit Response. The Assistant Secretary of the Air Force for Acquisition’s 
management comments were nonresponsive. We disagree with the Assistant 
Secretary of the Air Force for Acquisition’s comments. Lockheed Martin has not 
built or delivered a C-130J aircraft that met contractual requirements. All 
50 C-130J aircraft delivered between 1999 and 2003 still require retrofit work to 
conform to contract requirements. As of December 31, 2003, 1 8 of the 50 
delivered C-130J aircraft (36 percent) were paid in full and had no withholds 
despite the aircraft still having outstanding contract requirement deficiencies. As 
of April 30, 2004, 86 percent of the within-scope deficiencies were more than 
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2 years old. Accordingly, the amount of the withholds did not ensure that 
Lockheed Martin performed corrections in a timely manner. 

We request the Assistant Secretary of the Air Force for Acquisition reconsider his 
position and provide additional comments on the final report. 

4. Negotiate a firm schedule for completion of known outstanding retrofits of 
fielded aircraft within 6 months. 

Air Force Comments. Although the Assistant Secretary of the Air Force for 
Acquisition did not concur with the recommendation, his comments were 
responsive. The Assistant Secretary stated that all outstanding retrofits have been 
scheduled or completed. 

Audit Response. Although the Air Force nonconcurred with the 
recommendation, the stated Air Force actual or planned action meets the intent of 
the recommendation. However, we request additional management comments on 
the final report that identify when all C-130J aircraft retrofits are scheduled for 
completion. 
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Appendix A. Scope and Methodology 


We performed audit work to examine an allegation made to the Defense Hotline 
that the C-130J aircraft did not meet contract specifications and therefore cannot 
perform its operational mission. 

We reviewed documents dated from September 1995 through December 2003. 
We reviewed policies for commercial acquisitions, operational testing, and 
weapon system operations and maintenance. We discussed the allegations with 
the complainants. We reviewed the C-130J Program documents, operational 
requirement documents, operational test reports, and contract files. We 
interviewed officials in the DoD, the Air Force, the Navy, the Marine Corps, the 
Defense Contract Management Agency, and the Federal Aviation Administration. 

We performed this audit from February 2003 through March 2004 in accordance 
with generally accepted government auditing standards. 

Limitations. We did not review the management control program because the 
audit focused on whether the allegation that the C-130J aircraft does not meet 
contract specifications and therefore cannot perform its operational mission has 
merit. 

Use of Computer-Processed Data. We did not use computer-processed data to 
perform this audit. 

General Accounting Office High-Risk Area. The General Accounting Office 
has identified several high-risk areas in DoD. This report provides coverage of 
the DoD weapons acquisition process high-risk areas. 


Related Coverage 


During the last 5 years, the Inspector General of the Department of Defense (IG 
DoD) issued three audit reports and one investigative report discussing 
commercial aircraft acquisition strategy and related allegations on the C130H 
aircraft and the C-5 aircraft spare parts. Unrestricted Inspector General of the 
Department of Defense audit reports can be accessed at 
httD://www. dodig.osd.mil/audit/reDorts . 


IG DoD 

IG DoD Report No. D-2004-064, “Acquisition of the Boeing KC-767A Tanker 
Aircraft,” March 29, 2004. This report determined that the Air Force plans to use 
a similar sole-source commercial item acquisition strategy for the tanker with a 
fixed-price contract. The Boeing KC-767A Tanker Program does not meet the 
statutory definition of a commercial item. No commercial market for this aircraft 
exists to establish reasonable prices by the forces of supply and demand. 
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Consequently, the commercial item procurement strategy did not provide the 
Air Force with sufficient cost or pricing data to make multi-billion dollar 
decisions for the Boeing KC-767A Taidcer Program and did not demonstrate to an 
independent reviewer the level of accountability needed to conclude that the 
prices negotiated represented a fair expenditure of DoD funds. 

IG DoD Report No. D-2004-054, “Allegations of the Defense Contract 
Management Agency’s Performance in Administering Selected Weapon Systems’ 
Contracts,” February 23, 2004. The report included an allegation that the 
Government paid an excessive price for a C-5 aircraft bracket. This allegation 
was not substantiated because a final price for this part had not been negotiated. 
However, a related Defense Criminal Investigative Service report (report cited 
below) found that cost or pricing data in the proposal that included this part was 
based on false information. 

IG DoD Report No. D-2003-1 15, “Allegations Concerning the Administration of 
Contracts for Electronic Flight Instruments on the C-130H Aircraft,” 

June 30, 2003 

Defense Criminal Investigative Service, Criminal Vulnerability Report 
No. 2002-01, November 28, 2001. The report discussed the lack of appropriate 
controls and contract requirements in the procurement of spare parts for the C-5 
aircraft, which were based on cost and pricing data that were known to be false 
and purposely overstated. The report recommended that the Defense Supply 
Center, Richmond, Virginia, and the Defense Contract Management Agency, 
Marietta, Georgia, review procedures and controls and implement appropriate 
action to ensure that future contracts are negotiated based on current, accurate, 
and complete cost and pricing data. 
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Appendix B. Mission Capability Limitations in 
the Air Force Reserve, Air National 
Guard, Marine Corps, and Coast 
Guard 


The C-130J aircraft were fielded to operational units in the Air Force Reserve, Air 
National Guard, Marine Corps, and Coast Guard. A summary of each unit is 
below. 


Air Force Reserve 


815*’’ Air Squadron. The SlS^Air Squadron located at Keesler Air Force Base in 
Biloxi, Mississippi, performs the intratheater portion of the airlift mission and is a 
platform for dropping troops and equipment into hostile areas. The 815'’’ Air 
Squadron has received four C-130J aircraft and expected to receive an additional 
four by 2005. The 8 15* Air Squadron has been converting from the C-130E 
aircraft to the C-130J aircraft since 1999. Because the C-130J aircraft has not 
been released to air drop troops and equipment, the unit is unable to perform their 
mission. The unit is not operational and does not report readiness. 

53'" Weather Reconnaissance Squadron. The 53'" Weather Reconnaissance 
Squadron located at Keesler Air Force Base in Biloxi, Mississippi, performs 
hurricane, tropical storm, and winter storm reconnaissance. The 53™ Weather 
Reconnaissance Squadron has received eight WC-130J aircraft; however, they 
cannot perform the hurricane mission. The 53'" Weather Reconnaissance 
Squadron must maintain both H and J aircraft fleets. 


Air National Guard 

ISS* Airlift Squadron. The Maryland Air National Guard 135'’’ Airlift 
Squadron performs the intratheater portion of the airlift mission and is a platform 
for dropping troops and equipment into hostile areas. The 135* Squadron has 
been converting its weapon system since receiving the first C-130J aircraft in July 
1999. The 135* Squadron has released its C-130E aircraft and now possesses 
eight C-130J aircraft. The unit is not operational and does not report readiness. 

143^" Airlift Squadron. The Rhode Island Air National Guard 143'" Airlift 
Squadron performs the intratheater portion of the airlift mission and is a platform 
for dropping troops and equipment into hostile areas. The 143'" Squadron has the 
stretch version of the C-130J in which the cargo floor length of the aircraft is 
increased from 40 feet to 55 feet. The Squadron considers itself in a transition 
status rather than a conversion status because it has three C-1 30J aircraft and five 
C-130E aircraft. The C-130E aircraft are used to perform the mission. 
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146"‘ Airlift Squadron. The California Air National Guard 146* Airlift 
Squadron performs the intratheater portion of the airlift mission and is a platform 
for dropping troops and equipment into hostile areas. The Squadron is 
transitioning from the C-130E to the C-130J aircraft. The Squadron has two 
C-130J aircraft but performs its mission with the Squadron’s C-130E aircraft. 

193"* Special Operations Wing. The 193''* Special Operations Wing at 
Permsylvania Air National Guard provides unified and theater commanders with 
airborne information operations capabilities specializing in psychological 
operations broadcast capabilities to support worldwide combat operations, 
contingencies, and special operations missions. The unit has received two 
EC-130J Super J aircraft. In addition, three C-130J aircraft are being converted to 
EC-130JS Commando Solo aircraft at die Lockheed Martin-Palmdale facility. No 
EC-130J aircraft-specific testing has been performed to determine the deficiencies 
to the mission. The 193"* Special Operations Wing must use its EC-130E aircraft 
to perform its mission. 


Marine Corps 

The Marine Aerial Refueler and Transport Squadron 252 provides aerial refueling 
service in support of Fleet Marine Force air operations assault air transport of 
personnel, equipment, and supplies. The Squadron is converting to the KC-130J. 
The Squadron uses the KC-130J aircraft for training and its older aircraft to 
perform the mission. The KC-130J has been cleared for operational use in a 
permissive threat environment. 


Coast Guard 


No information was requested from the Coast Guard during the audit. 
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Appendix C. Audit Response to Comments on the 
Report 

Out detailed response to comments from the Assistant Secretary of the Air Force 
for Acquisition on statements in the draft report follow. The complete text of 
these comments is in the Management Comments section of this report. 

Commercial Item Acquisition Strategy. The Assistant Secretary of the Air 
Force for Acquisition nonconcurred with the finding. The Assistant Secretary 
stated that the Air Force followed regulatory mandates and processes to determine 
and validate the commercial acquisition strategy. The Assistant Secretary stated 
that the DoD IG ignored the fact that Lockheed Martin developed the C-1 30J at 
its own risk for the commercial and military marketplace. Also Lockheed Martin 
sold previous C-1 30 models commercially and currently offers the commercial 
derivative of the C-130J for commercial sales. The commercial derivative is 
substantially the same aircraft but also includes features not available in the 
commercial marketplace. The Lockheed Martin C-1 30J Five-Year Option 
Contract dated December 1995 identified the cost of the Air Force-unique 
configuration of the C-1 30J as 6 percent of the total aircraft price. The Assistant 
Secretary also stated that the DoD IG is opposed to applying the acquisition of 
commercial items to major system procurements and misapplied the statutory and 
Federal Acquisition Regulation criteria applicable to commercial items for the 
C-130J aircraft. 

Audit Response. We do not agree with the Assistant Secretary of the Air Force 
for Acquisition’s comments. The Air Force used a commercial item acquisition 
strategy that was unjustified. The Air Force bought the C-1 30J as a commercial 
item needing minor modification. The contracting officer did not support the 
basis for his decision. Even if the commercial derivative is substantially the same 
aircraft as the C-1 30J, the fact that Lockheed Martin has been unable to design, 
develop, or deliver the contracted C-130J aircraft for 8 years casts serious doubt 
on the commercial nature of the purchase. The increase in costs to acquire the 
C-130J aircraft shows that the Government, not Lockheed Martin, bears the risk 
for the development of the C-130J aircraft. Even though Lockheed Martin has 
sold previous C-1 30 models commercially and currently offers the commercial 
derivative of the C-1 30J for cormnercial sales, there have been no sales of the 
C-130J commercial derivative aircraft (the L-IOOJ). In addition, we are not 
opposed to applying the acquisition of commercial items to major system 
procurements when the item is justified as commercial. 

Air Force Program Management. The Assistant Secretary stated that the 
C-130J Program is properly managed. The conditional acceptance of the C-130J 
aircraft is consistent with the terms and conditions of the contract, and withholds 
are based on an analysis of the price of deficient items. The Assistant Secretary 
stated that the C-130J Program cost performance is tracking to the program 
budget emd the contractor is meeting the delivery schedule. In addition, the 
Assistant Secretary stated that the program is within established acquisition 
guidelLies emd there have been no breaches to the approved acquisition program 
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baseline. The Assistant Secretary stated that insufficient Government personnel 
resources hampered evaluations of contract deficiencies. 

Audit Response. The Air Force did not adequately manage the program 
operation and financing. The conditional acceptance of and payment for 
noncompliant C-130J aircraft unnecessarily increased the Government cost risk 
on the C-130J Program and reduced the incentive for Lockheed Martin to correct 
deficiencies. We did not determine whether the C-130J Program cost 
performance, delivery schedule, acquisition guidelines, or the approved 
acquisition program baseline were met. Our objective was to determine whether 
the C-130J aircraft met contract specifications and whether it could perform its 
operational mission. We determined that the Air Force conditionally accepted 
50 C-130J aircraft at a cost of $2.6 billion, even though none of the aircraft met 
commercial contract specifications or operational requirements. 

Office of the Secretary of Defense Program Oversight. The Assistant 
Secretary also stated that the Office of the Secretary of Defense provided effective 
oversight of the C-1 30J Program. The Assistant Secretary stated that the Air 
Force provides quarterly Defense Acquisition Executive Summaries and annual 
Selected Acquisition Reports for the Office of the Secretary of Defense and 
congressional review. The Air Force and the Office of the Secretary of Defense 
have also established periodic Integrating Integrated Product Team meetings to 
review the status of the C-130J Program. The Assistant Secretary stated that the 
Office of the Secretary of Defense began expressing concern with the C-130J 
testing, program management, and performance in February 1 999. The Assistant 
Secretary stated that combined efforts of the Air Force and the Office of the 
Secretary of Defense have resulted in more stabilized funding and close scrutiny 
of deficiency reports to resolve problems and meet requirements. 

Audit Response. The Office of the Secretary of Defense did not provide 
effective oversight of the C-130J Program to correct significant program 
deficiencies. Although DoD officials were fully aware that the C-130J design 
was not stable and that the C-1 30 aircraft did not meet the contract model 
specification or operational requirements, they did not assist the Air Force in an 
oversight capacity to correct known problems or to improve the management of 
the troubled program. The Air Force signed a multiyear contract to purchase 
more C-130J aircraft that did not meet the commercial contract specification or 
operational requirements and that cannot perform their intended mission. 
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Appendix D. Report Distribution 


Office of the Secretary of Defense 

Under Secretary of Defense for Acquisition, Technology, and Logistics 
Under Secretary of Defense (Comptro!ler)/Chief Financial Officer 
Deputy Chief Financial Officer 
Deputy Comptroller (Program/Budget) 

Director, Operational Test and Evaluation 
Director, Programs Analysis and Evaluation 


Department of the Army 

Auditor General, Department of the Army 


Department of the Navy 

Naval Inspector General 


Department of the Air Force 

Assistant Secretary of the Air Force for Acquisition 

Assistant Secretaty of the Air Force (Financial Management and Comptroller) 

Director, Air National Guard 

Chief of Air Force Reserve 

Auditor General, Department of the Air Force 


Other Defense Organizations 

Director, Defense Contract Audit Agency 
Director, Defense Contract Management Agency 
Director, Defense Logistics Agency 

Non-Defense Federal Organization 

Office of Management and Budget 
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Coagrcssional Committees and Subcommittees, Cbairman and 
Raukint Minority Member 

ScMtc Commioce 00 Approoriations 

SeoMe Subcominiaee 00 Dettaae. CooiiniQee on Apfwopriations 

SoMtt Committee on Armed Scfvioes 

Senate CooaMttce on OovenuntnuJ Afiain 

Hoiuc Committee on Appraarieiioas 

Houte Suboottunittee on Dcicase, Cowminee on Appro^rietioos 

Houie Coamuiiee on Aimed Servioa 

House Conuniiiec 00 Govcnieaeffl Refom 

Houk Subcoounittee oo Gover nm en t Efficiency end Fwencial Management. Coaunktee 
on Goveneneni Reform 

House Suboommittee on Nathmai Security, Eaneiging Tbreats, and IntematioQal 
Relatiaas, Committee oo Government Reform 
House Subcommittee oo Tedmoloey. Infocmatioo Policy, iMergovcnunental Relations, 
and the Censns, Committee on Govern m ent Reform 
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Department of the Air Force Comments 


DEPARTMENT OF THE AJR FORCE 

WASHWfiTQMOC 


Oflie* Qf Th« tetMart tacwury 

APR 1 9 2004 


MEMORANDUM FOR OPHCE GF THE INSreCTOR GENERAL 
DEPARTMENT OF DEFENSE 

FROM: SAF/AQ 

SUBJECT; Air Force Response to DoD IG Draft Repotv "Contracting for and Performance of 
the C-130J Aircraft," Project Number D2003AB-C084 

Aoedted is the Air Force respmse in reply to your 25 Mar 2004 memoraiKium requesting 
the Air Force review and comment on the subject report. The Air Fotee takes issue with of 
the DoD IG findings and recommendations. 

If you require further assistance, fee! free to contact my staff. Colonel Paul Stipe at f703) 
588-7756 or Colonel John Zahn at (703) 588-7740. 


MARVIN R VaMBUR 
Assistant Spmtary of the Air Force 
(Acquumon) 


Attachment: 

AF Response to DoD/IG Draft Report 
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Air Force Respoost to Office of the Inspector General, Departonent of Defimsc (DoD/IG) 
Draft Report D2003AB<0084 

Executive Soininary 

The DoDAG Report, “Contracting for and Perfomrance of the C-130J Aircraft** Project Number 
D2003AB-0084 responds to allegaiions to the Defense Hotline concerning the Defense Contract 
Management Agency's oversi^t of Lockheed Martin's paformance on the C-130, F-22, and C>S 
aircraft. The allegation specifically addressed in the Report states that the C>130J aircraft does not 
meet contract specificalion and therefore cannot pe rfonn its operational mission. The Air Force 
non*concurc with all the recommendaltons and ftadings within the DoD/lG rtfKMl. The 
report centers on three issues: 1) jusdfication for commennal acquisition strategy, 2) management 
of program operation and financing, and 3) overat^ by Office of the Secretary of Defense. The 
first finding relates to the C-J3QJ program's origination — the detemination that C*130J is a 
cotnrMiciaJ program. The htstcMy and current uses of the C-130J (including the C>130J*s 
eommercia] derivative, the L-lOCil) justify the Air Force position that theC>I30J is a “commercial 
item" as defined by 41 U.S.C. I 403(12) and FAR 2.101. Secemd. the Air Force has [voperly 
managed the program operation and financing. The C>130r program is meeting cost, schedule, 
contract and regulatory commiimenu. Third, OSD did provide effective oversight. The Air Force 
provides quarteriy reports to OSD on program progress and paiticipaies in overti^l meetings with 
the OSD staff. 

Findings and Responses: The subject report provides three 5ndings. which are listed below with 
the Air Force responses: 

Finding 1. Air Force used a coniinercial hem wrqulsIUon strategy Ihal was 
unjustified.” 

The Air Force nonconcurs. A mimber of the recommendaiicms are based on the DoDAG's 
asseflicm that (he C'130J is not a commercial acquioDon and that the Air Force should utilize a 
traditional FAR Pan 15 procurement approach lo acquire the oircrafL The Air Force disagrees. 
The commercial item procurement strategy foBowed on this program is a legitimate business 
approoch. The DoDAG ignores the fact that the Lockheed Martin Corporation dcvcic^ied the C* 
130J at its own risk for the commercial and military marketplaces. Also, LMC has sold prior C- 
130 models commercial ty and cunenily offers the commercial doivaie of the C-130J for 
rammercial sales. The recent DoDAG report on the KC>767 unker program and this report's 
findings 00 C>130J commercialiiy. when viewed together, suggest that DoD/IG is t^po^ to 
^rpiying the Congresaonal preference for the acquisition of commercial items to major system 
procurements. The DoD/lC has iiusapplied the stamiory and FAR erneria applicable to 
commercial item acquialions in this case 

Finding 2. *Tbc Air Force did not adequately manage the pro gra m operation aiwl 
flnaDciBg.” 
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The Air Force non-concurs. The C-130J program U properly roanaged — program cost 
performaoce is iraclung to the program budget and the contractor is meeting the delivery schedule. 
Further, the program is within established acquisition guidelines and there have been no breaches 
of the ap]»oved acquisition program baseline. TheC>13CU program follows pnciices with regard 
to withholds employed on jragrami such as KC-13S GATM, C'I7 acKl JPATS. Execution of C- 
130J withholds ts consistent with the terms and conditions of the contract, as withholds are 
reasonably based on a government analysis of the price of ar^y deficient items. The aircraft 
cunenUy enjoys operational release for the following nussions: airland, ovcT'Water, medical 
evacuaiicm. and assault Following procedure development, single ship low level and Ni^t 
Vision Goggles (KVG) operations will be released in the summer of ^X)4. Heavy Airdrop and 
Personnel Airdrop operations will be released after Block 5.4 testing is complete. 

Finding 3. ^he Office of ^ Secretary of Defense did not pnmde effective oversight ol the 
C*130J Program to correct stgniricant prt^vn dcAdeocics.** 

ITie Air Force iwn'Concurs. The Air Force provides quanerfy Defense Acquisition Executive 
Summaries and annual Selected Acquisition Reports for OSD and Congressional review. The Air 
Force and OSD have also esublished periodic Integrating Integrated Product Team meetings to 
continually review status of the program. This is ctmsUteni with the level of oversight of other 
ACAT 1C programs arrd is effective. OSD began expressing its concern with C-130J testing, 
program management, and performance in February 19$9. More recently, our combined efforts to 
improve the program have resulted in more subili^ funding and close scrutiny of dcfrciency 
reports to resolve problems and meet requirements. FuTthemroTe, a new Operational 
Requirements Document is being written in conjunction with coniracied Block 5.4 upgrades to 
meet realistic mission needs. 

Recommendations and Responses: The subject repent provides four recommendaiions which 
tfc listed below with the Air Force responses; 

Recommendation 1. *'RefrBlB from crnitneting for addllioDaJ block upgrades niitil 
Lockheed Mat^n can dcsigii, develop, and deliver a contract ecmpllant aircraft^ 

The Air Force non>coocur«. Timely Block Upgrades are requtred to rrreei DoD mandated Global 
Air Traffic Management and Navigation Safety requnerrKnts; a delay would be detnmemal to the 
Air Mobility Command mission. Lockheed Ktotin is already delivering contract compHartt 
aircraft. Prior to each delivery, dte government carefully evaluaies the condition of the aircraft 
and may accept an aircraft with minv deficiencies (codified in Letim of T e mporary Exce^on) 
under the terms of the contract and established Air Force business practices. 

Rccommradatmi 2. ‘"Cbangc the 013QJ mulUyear contrad ft«ni a FAR Part 12 contract to 
a FAR Part 15 contract The cirntract speeincatlon in the renegotiated eontract roust mod 
the speciGcation in the operation nqulrcments docoraent and provide the Goverament with 
the contractor’s piidng. cast, and profit dat^** 
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The Air Force ooii>codcdr. The me of FAR Pan 12 was deiennined to be the most effective 
means of meeting the cost and schedule requimmenu of the mulnyear aircraft acquisition and to 
be appropriate given the commercial nature of the C>130J aircraft Future upgrades to the C-13QJ 
airc^ will be conlraaed under a FAR Pan 15 anangement that the Air Force considers more 
^ropriate for government financed enhancements to the C-130J. 

Recommendation 5. Tomase amounts withheld to motivate Lockheed Martin to deliver an 
aircrafl that meets contractual requlremenu'* 

The Air Force non-cooeurs. Withholds on iheC-130J contract are consistent with the terms and 
conditions of the contract and are based on a government analysis of the price of any deficient 
items. We haw not had an issue motivating Lockhmd Martin to co n e c t wilhin>scope deficiencies. 

Recommendation A “Negotiate a firm achedule for completkm of knows outstanding 
retrofits of fielded idreran within 6 noaths.** 

The Air Force OMXODcurs. All modifications of fielded Air Force and US Coast Guard aircraft 
are managed lAW TO 05-5-15. Ar> Force Time OmpUonct Technical Order Process. AH ksovw 
outstanding retrofits are scheduled and are being performed per this pnxess. The US Marine Corp 
manages their own retrofit program lAW NA VAIR1NSTDO~2S-300» Technical Drrrctrve Sysiem 
All outstanding USMC retrofits have been eidier coinpicted or scheduled lAW this process. 

CofMdusion 

The Air Force disagrees with all of the DOD/lG’s findings and itcommemdatiofts. While some of 
the facts presented in the DOO/1C Report are accurate* the findings and coitclusions ascribed to 
these facts cannot be supported. The Air Fence ftdiy endmes the C>130J pn^ram. The program 
is cme of AMC‘s top priorities and, in fact, is currently planned u> be ready for a combat 
deployment no later than the end of 2004. The pro^m has disciplined plans In place to meet the 
stated operational rreed and to continue to enhance the platform to meet DoD mandated initiatives 
and evolving AMC misrion needs. 


3 


28 






630 


Deuiied ComiDeDte 

1. DoD/lG Findings, RccommendAtioiu and Air Foret Recponsts: The subject Rqjcsi ofTers 
three Findings and four Recommendations that are listed below with the Air Forces’ detailed 
response. 

Finding I. *Dic Ah’ Force used a commemaJ item acquisition strategy that was 
ui^JusUned.** 

The Air Force objects to the I>oO/IG*s character iaation of the cosnmernal acquisiUon 
strategy as ^iinjustlflcd.” In fact, there was significant Justificaiion prepared, examined and 
validaied at the highest levels of the Air Force before the acquisition of any C>130J aircnfL As 
evidenced in the Commerciai Determinatian, Lockheed Manin had sold C-130 model aircraft in 
the commereiat mwket place since the early 1960s. The Federal Aviaiicfl Authority (FAA) 
certified the aircrafl design (3S2J) in 1998. Moreover, the commercia] derivative of the C-130J 
aiicraft, the L-iOQJ, has been made availabie in the commercial maiietplace: 

> ‘The most recent addition to the L-lOO family is the LrlOOJ, a commercial derivative of 
the stretched new generation C-l30J-301&rculeB n." www.wwidwideBirlink.com 

> The L«IOCU would be a commereiat derivative of the new generation C'130J Hercules 
II. Improvements would mclude new 342SkW (4391 shp) Rolls-Royce (Allison) AE- 
2100D3 advanced turboprop engines driving six blade props, two crew Eleclrtmic Flight 
Instrument System EF15 flightdeck and sig^ficanlly lower maintenance and operating 
owns. The C-130J first flew cm April 5, 1996, while US FAA civil certification was 
awarded in S«^>iember 1998.” www.airtiners.net . 

> 'The most recent addition to the L>IOQ family is the L-lOQJ, a commercial derivative of 

the stretched new generation C-130J-30 Ht^ules It Improvcmenis include more 
powerful advanced tuitxiprop engines and rwo-peraon ERS flightdeck.” 
www.aerosite.net . 

The L-lOQJ <382J) is substantially the same aircraft as the C>130J. sharing structure, landing 
gear, engines, propellers and cockpit/dispiays. The Air Force readily acknowledges that the C- 
130J also includes features not customarily availabie in the commercial marketplace, inclnding 
aerial delivery (cargo and paratroop), defensive systems, secure voice communications, station 
keeping, night virion imagjng and satellite comroumcation. Notwithstanding these features, the 
C-130J still qualifies as a cammeTcial item, as it satisfies the FAR 2.1Q1 defimtion. FAR 
2.101(a), Commercial Item,” (3) provides that cooimwcial item means: 

Any item that would satisfy a criteriwi expressed in p a r a g iap hs (1) 
or (2) of this definition!'), but for - 


' Cnterion 1 fwovides that ■ cgouDereial item it TafB)’ item, eiker ikw real property, dial it of a type cusiomarily 
mat by the emenl public or by non-eovennneiital entities for pwpoact Mfaer than p>venuiico(t] purposes, ami (i) 
[bias heeo sold, te a s ed, or liceRKd to the general public; at (ii) |h)n been oflM fv ule. leatc, or hcence lo die 
genera! pubUc.” 
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(ii) Minn* modificaiions of a type not cuuomahly avutable in the 
commercia! marketplace made to meet Federal Governm e nt 
requiremenu. Minor modifications means modifications that do 
not significantly alter the nongovernmental function or essential 
physical characteristics of an item or component, or change the 
purpose of the process. Factors to be considered in determining 
whether a modi fication is minor include the value and size of the 
final product. Dollar values and percentages may be used as 
guideposts, but are not conclusive evidence that a modificarion is 
minor. 

The Lockheed Martin C*1301 Rve Year Qption Contract proposal dated December 1995 
identified the cost of the USAF unique configunbm of the C-1301 as S2.8M (6%) of the S4S.4M 
total aircraA price. The USAF unique modifications required were minor in size and value when 
compared to the value and «i?e of the commercial product and limited to m)litary*unique 
capability described above. The modification also did not significantly alter the aircraft's 
noDgovemmenial function (to transport people and cargo by air) nor does it alter the essential 
physical characteristics of the aircrafL 

The US Air Force followed legulaiory mandates and processes to determine and validate the 
commercial acquisition strategy, fia^ on the s^nd acquisition strategy, the US Air Force 
ottered into a valid bimling contract with Lockheed Martin for the production and delivery of the 
aircraft. 

Finding 2. ^Tbe Air Force did not adequately manage the program operation and 
financing.** 

The Air Force a(Mi<ioficnr%. Conditions for acceptance of the initial C-130J airrrafi were that 
the design be FAA certified and military utility te^ng be completed. Lockheed Martin 
Corporation did not meet these conditions until 1998. thus delaying initial acceptance of the 
aircraft from Jun 1997 to Jan 1999. As a result of deficiencies identified during testing, the 5PO 
was reluctant to accefa the firet sU aircraft. Lockheed Martin provided a viable, ccmtiactor* 
funded plan to correct the deficiencies leafing to basic airland capabibty that was available after 
Block 5.2. Block 5.3, also contractor-funded. was intended to bring the aircraft to specification 
compliance and in Lockheed Martin's view it accomplished that purpose. The Air Force 
disagreed and a munber of disputed deficiencies remained open undJ they were adjudicated in 
2002. The delay in reaching this milestooe was primarily attributed to insufficient government 
personiwl resources to accomplish the necessary evaluations. Throughout this period, the Air 
Force evahiaied the impact of accepting aiicrafi widi known minor deficiencies and concluded 
that the aircraft had sufficient utility to justify acceptance. 

The coTuraca awarded for the C'!30/ resulted fiom Congressional initiatives to iittot additional 
airiift capabibty into the USAF invemory. The two Five Year Option Contracts (FYOC) 
(awarded in 1996 and 2000) allowed the Air Face to respond to the initiaUves efficiently, 
certainly demonstrating prudent maiugemem. Thirty of the 36 USAF aircraft procured under the 
two FYOCi were congressional adds. 
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The DoDflG Report misstales the situation regarding retronts. The Air Force tracks Time 
Gninpliance Technical Orders (TCTO) by content ar>d required completion date. The reference 
to toon has no meaning for tracking implementation of TCTO's. Ail current TCTOs remaining 
to be accomplished have been scheduled for US Oovemment users. As with all aircraft 
pmgiams TCTOs will continue to be developed to support modification and repair of die aircraft 
fleet. 

The Air Force does not negooate payment schethiles independent of the other contract aspects. It 
is our judgment that the payment associated with specific events on each coniiact is co rrect in the 
context of the entire contract and the effort expend^ by the contractor. In addition, die payment 
schedule isconustent with other USAF programs such as C‘37. KC-I35R/T CATM Syst^and 
Next Generation Small Loader. 

Finding 3. **Tbc Office rtf the Secretary of Defense dM not provide effective oversight of 
the C>130J Prt^r«m lo correct significant program dcficlendes.** 

Hie Air Force non-concurs. The Air Force provides quarterly Defense Acquisition Executive 
Summaries and annual Selected Acquisition Reports for OSD and Congressional review. The 
Air Force and OSD have also established periodic Integrating Integral^ Product Team meetings 
to continually review status of the program This is consistent with the level of oversi^t of 
other ACAT 1C pro^ams and is effeaive. OSD began expressing iu concern with C-130J 
testing, program management, and performance in February 1999. More recently, our combined 
efforts to improve the program have resulted in more stabilized funding and close scrutiny of 
deficiency reports to resolve problems and meet requirements. FurthenxKne, a new Operational 
Requirements Document is being writun in conjunction with contracted Block 5.4 upgrades to 
meet realistic mission needs. 

DoD/IG RecommendaUoa 1: ^niefralii from contracting for addition^ block upgrade 
until Lockheed Martin can design, develop, and deliver a contract compliant aircraft*' 

The Air Force oon-coocura. The recommendation to curtail additional block upgrades hinges 
on the argument chat the C-130J is entirely a miliiary product when, in fact, the baseline aircraft 
is the same as conunercially derivative aireraft (L-IOOJ) available to the public for 
nongovernmental purposes. Only select modific^onB are miliiary unique. The fact that military 
unique are required to make the baseline commercial aircraft suitable for miliiary 

operations is not a basis for concluding that the commercial configuration is still under 
development, in fact it is cmly the military unique upgrades that are developmental. This is 
similar to numerous other com m ercial derivative platforms (e.g.. C-32. C'37. C<40, and VC-2S) 
that have baseline com m e rci al configurations requiring military unique modifications. The 
report offers no assessment of the operational iriqract of suspending all upgrades. The adverse 
operaiiotul impact however, is severe. Specifically, AMC’s missiaa would be severely afiected. 
The Block Upgrade program is planned around DoD mandated Clobel Air Traffic Management 
requirements intended to support the go^s of Global Reach^iobal Power. GATM makes 
extensive use of the inlemattona] Civil Aviation Authority (Federal Aviation Authority in the 
US) initiative Communication Navigation Surveiilance/Air Traffic Management GATM is a 
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shift 6t>m Air Traffic Comroi to Air Tragic Managemeni and failure to accomplish the 
initjatives in a timely manner will lesirict iniemaiional ainpact access. AMC is currently 
revising dietr Operational Requirements Document (AMC 20S-91>IV/ID-A, Revision Q. dated 
Sep 2003) to reflect a spiral approach (o GATM compliance. 

DoD/IG RecommeiidaUoii 2. 'KThange Ibe C*130J multiyear contract from a FAR Part 12 
contract to a FAR Part 15 OHitract The contract spedfkation In the renegotiated contract 
must meet the specifteation in the c^ratioti requirements document and provide the 
Govemment with the contractor*! prking, cost, and profit data/* 

The Air Force oon^oncun. As discussed above, the C-J3QJ meeU the FAR deftntlion of 
‘'commercial item.*' Accordingly, the FAR Part 12 acquisition strategy Is entirely app r opriate. 
Mcvnover. for the current comrscts, such a conversion is not feasible. The contracts were 
negotiated bilaterally with a FAR Pan 12 structuie as a central term and condition. As such, 
Lockheed Martin is not bound to accept such a fundaraenul change. If they were to accept the 
change, it would likely entail a significant equitable adjustment There are few precedenu for 
reverting from a FAR Part 12 to a FAR Part IS sauctuie, alihou^ programs like the FI 17 
engine and JPATS have evolved from FAR Part 15 to FAR Pan 12. 

The Air Force could not unilaterally diaate the dumge from FAR Pan 12 to FAR Pan !5 on 
current cootracts without invoking a ccwtract dispute, which would introduce significant 
litigation end programroatic risk for the Govemment Simply stated. si.Kh a move by the Air 
Force would amount to a breadi of contn^t. 

Because the Air Fdtce properly concluded that the C>13QJ was a commercial Item, the Air Force 
is prtihibited from seeking certified cost or pricing data fixHn Lockheed Martin Corporation. 

Far 1S.403> 1(b) provides chat (he contracting officer ''sAo/l nor require submission of cost ot 
pricing date to support any action (coniracts. subcontracts, or modifications) * * * (3){w)hena 
commercial items is being acquirecT (enqihasis added). FAR 15.403-l(c)(3) further provides 
that “(a]ny acquisition for an item that meets the commercial item definition in 2.101, or any 
modificBticm. as de5ned in parsgr^ OXi) or (ii) of that derinition, that does not change the 
item ftom a commercial item to a noncommercial item, is exemiM from the requirements for 
certified cost or pricing data." 

The Air Force has. however, recently awarded a FAR Part 15 contract to Lockheed Martin that 
will be used in support of the GATM program. Contracting under FAR Pan 1 5 was detennmed 
to be apprr^ale to the nature of the work under contna, development of the GATM 
enhancemenu to the C-130J aiicrafL Upgrades, starting with Block 6.0 are adding capabilities 
above and beyond the bask operational aircraft and are appropriately done under Far Part 15 
procedures. 

DoD/lG RecommeiklatiQn 3^ “iDcrcase amousts withheld to lootivnie Lodklared Martin to 
ddtver an alrcnfl that meeti contractual requiremcDls." 

The Air Force noiHcoitcurs. Two standard business practices apply to C>13(U withholds: 1) 
The C'130J program determined and oodified the withhold calculation methodology at the time 
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of c«)tnct award; and 2) the withhold amount is consistent with the value of the deficient 
item(B). Other programs following these standard practices include C>n. JPATS and KC- 
13SR/rGATM. In addition, withholds on theC*t3Cd contract are consistent with the terms aad 
conditions of the contract and are based on a government analysts of the price of any deficient 
items. We have not had an issue motivating Lockheed Manm to correct within scope 
defiCteiKies. 

DoDAG Recofnincndatlon 4. “Negotiate a nm schedule for completion of known 
outstanding retrofits of fielded aircraft wHhin 6 months.*' 

The Air Force noixoacurs. All modirications of fielded Air Force and US Coast Guard 
aircraft are managed lAW TO 00-5*15, Air Force Time Comptiance Technical Order Process. 

Ail known outstanding retrofits are scheduled and arc being performed per this process. The US 
Marine Corp manages their own retrofit program lAW NAVA1RINST0O-25-30O, Technical 
Directive System. All outstanding USMC retrofits have been either completed or scheduled lA W 
this process. 
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Director, Operational Test and Evaluation 
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We conducted the audit in response to allegations made to the 
Defense Hotline that the C-130J aircraft does not meet contract 
specifications and, therefore, cannot perform its operational mis- 
sion. Our report addresses the issues in the Subcommittee’s invita- 
tion letter; namely “whether or not use of a commercial acquisition 
strategy to procure the C-130J was justified,” and “the C-130J’s 
ability to meet contract specifications and perform its operational 
mission.” 

In summary, we concluded that the Air Force used an unjustified 
commercial item acquisition strategy to acquire the C-130J aircraft 
and fielded aircraft that did not meet contract specifications or per- 
form their intended mission. Ultimately, the Air Force agreed with 
all of our recommendations for the way forward. 

The primary mission of the C-130J aircraft is to airlift and drop 
troops and equipment into hostile areas. The Air Force contracted 
with Lockheed Martin for 117 C-130J aircraft for the Air Force, 
Marine Corps, and Coast Guard, at a cost of $7.5 billion, from fiscal 
year 1995 through fiscal year 2008. 

The Air Force initially contracted with Lockheed Martin for two 
C-130J aircraft, in 1995, through a modification to a 1990 contract 
for C-130H aircraft. Our audit found that Lockheed Martin pro- 
moted the C-130J as a commercial aircraft, and the Air Force un- 
dertook to buy additional C-130J aircraft as commercial items. 

By acquiring the C-130J aircraft as a commercial item using 
Federal Acquisition Regulation Part 12, the Air Force did not apply 
the normal acquisition process, and could only provide limited pro- 
gram oversight to the $7.5 billion aircraft program. The Director, 
Operational Test and Evaluation, Department of Defense, in his 
comments to a draft of our audit report, pointed out that the only 
government acquisition decision on whether to buy the C-130J air- 
craft as a commercial item was based on force needs and afford- 
ability. 

The Air Force commercial item acquisition strategy was fun- 
damentally unjustified. The Air Force was unable to provide evi- 
dence supporting its claim that 95 percent of the features were the 
same between the military and civilian versions of the aircraft. The 
Air Force contracting officer’s statement that the aircraft evolved 
from a series of Lockheed Martin development — developed pro- 
duced commercial aircraft configurations is contradicted by the fact 
that the prior version of the aircraft, the C-130H, was only used 
for government purposes. Further, at the time of our audit, the Air 
Force acknowledged that no commercial version of the C-130J cur- 
rently existed, and no sales had been made to the public. Because 
the Air Force determined that the C-130J was a commercial item, 
the Air Force relied on the commercial contract specifications to 
meet mission requirements. 

In January 1999, the Air Force became aware that Lockheed 
Martin could not meet the C-130J commercial model specification, 
and agreed to a contractor-initiated three-phase upgrade program 
consisting of upgrades 5.1, 5.2, and 5.3. Testing showed that, even 
with the upgrades, the C-130J aircraft was still not compliant with 
the commercial model specifications or, more importantly, oper- 
ational requirements. 
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In October 2002, the Air Force and Lockheed Martin reached an 
agreement that the design would be considered compliant with the 
successful completion of an agreed-upon plan of action. Corrections, 
as agreed upon, are supposed to be completed in upgrade 5.4, 
which, at the time of the audit, was scheduled for installation in 
2005. 

Air Force testers had identified performance deficiencies that de- 
graded C-130J operations after the contractor began aircraft deliv- 
eiy. The Test and Evaluation Center had developed a testing plan 
with a two-phased approach. The first phase evaluated the airlift 
capability of the C-130J, and the second phase is intended to 
evaluate other capabilities, including the airdrop mission. At the 
time of our audit, the second phase of operational testing was 
scheduled for late 2005. 

The first phase of testing, in September 2000, showed that the 
C-130J was not effective or suitable in the airlift mission. The Air 
Force stopped the suitability test in August 2000 because of the ex- 
tent of the deficiencies identified. 

In November 2001, the Air Force Operational Test and Evalua- 
tion Center assessed the program’s progress towards readiness for 
the second phase of testing. The Air Force assessment found that 
the aircraft was not ready for the second phase of testing, and 
progress in the effectiveness and suitability areas was also unsatis- 
factory. 

In addition, schedule slips, system immaturity, and training 
issues caused the Air Force Operational Test and Evaluation Cen- 
ter to reschedule the second-phase operational testing from July 
2000 to November 2005. 

Based on the test results, the Air Mobility Command determined 
the missions that the C-130J could safely perform, and restricted 
the aircraft from night-vision goggle operations, combat search and 
rescue, visual formation, global air-traffic management, and air- 
drop of paratroopers and containers. Also, because the aircraft per- 
formed poorly during testing, the Air Mobility Command could not 
release the C-130J to perform other essential missions, including 
heavy-equipment airdrop and hostile-environment missions. 

We have one related audit of commercial acquisition practices in 
the Department of Defense. This is the audit of commercial con- 
tracting practices for procuring Defense systems, and it will deter- 
mine whether procurement officials are complying with the Federal 
acquisition regulations when procuring Defense systems or their 
subcomponents. Specifically, we will evaluate the justifications 
used to determine whether major systems or subsystems meet com- 
mercial item criteria, and evaluate the adequacy of the basis for es- 
tablishing price reasonableness. However, this audit is currently 
suspended, due to audit support for Base Realignment and Closure 
(BRAG) and other operational priorities. 

This concludes my oral statement. I’d be glad to answer any 
questions. 

[The prepared statement of Mr. Schmitz follows:] 

Prepared Statement by Hon. Joseph E. Schmitz 

Mr. Chairman and members of the Airland Subcommittee: Thank you for the op- 
portunity to appear before the subcommittee today and to answer your questions re- 
garding our audit report, “Contracting for and Performance of the C-130J Aircraft,” 
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which my staff previously provided to the subcommittee. We conducted the audit in 
response to allegations made to the Defense Hotline that the C-130J aircraft does 
not meet contract specifications and therefore cannot perform its operational mis- 
sion. Our report addresses the issues in the subcommittee’s invitation letter, namely 
“whether or not use of a commercial acquisition strategy to procure the C-130J was 
justified,” and “the C-130J’s ability to meet contract specifications and perform its 
operational mission.” In summary, we concluded that the Air Force used an unjusti- 
fied commercial item acquisition strategy to acquire the C-130J aircraft and fielded 
aircraft that did not meet contract specifications or perform their intended mission. 
Ultimately, the Air Force agreed with all our recommendations. 

C-130J AIRCRAFT 

The primary mission of the C-130J aircraft is to airlift and drop troops and equip- 
ment into hostile areas. The Air Force contracted with Lockheed Martin for 117 C- 
130J aircraft for the Air Force, Marine Corps and Coast Guard at a cost of $7.5 bil- 
lion from fiscal year 1995 through fiscal year 2008. 

COMMERCIAL ITEM ACQUISITION STRATEGY 

The Air Force initially contracted with Lockheed Martin for two C-130J aircraft 
in 1995 through a modification to a 1990 contract for C-130H aircraft. Our audit 
found that Lockheed Martin promoted the C-130J as a commercial aircraft and the 
Air Force undertook to buy additional C-130J aircraft as commercial items. Specifi- 
cally, Lockheed Martin developed and produced the C-130J aircraft using a com- 
mercial aircraft model performance specification. Lockheed initiated the C-130J up- 
grade and managed the program development, developmental testing, and produc- 
tion process. By acquiring the C-130J aircraft as a commercial item, using Federal 
Acquisition Regulation Part 12, “Acquisition of Commercial Items,” the Air Force 
did not apply the normal acquisition process and could only provide limited program 
oversight to this $7.5 billion aircraft program. The Director, Operational Test and 
Evaluation, Department of Defense, in his comments to a draft of our audit report, 
pointed out that the only Government acquisition decision on whether to buy the 
C-130J aircraft as a commercial item was based on force needs and affordability. 

The Air Force commercial item acquisition strategy was unjustified. The Air Force 
was unable to provide evidence supporting its claim that 95 percent of the features 
were the same between the military and civilian versions of the aircraft. In fact, at 
the time of our audit, the Air Force acknowledged that the C-130J included features 
not customarily available in the commercial marketplace including aerial delivery 
(cargo and paratroop), defensive systems, secure voice communication, night vision 
imaging, and satellite communication. The Air Force contracting officer statement 
that the aircraft evolved from a series of Lockheed Martin developed/produced com- 
mercial aircraft configurations is contradicted by the fact that the prior version of 
the aircraft, the C-130H, was only used for government purposes. Further, at the 
time of our audit, the Air Force acknowledged that no commercial version of the C- 
130J (L-IOOJ) currently existed and no sales of the L— lOOJ had been made to the 
public. A website cited by the Air Force in its comments response to a draft of our 
audit report showed that the L-IOOJ “would be a commercial derivative” of the C- 
130J. Also, the determination that modification (that also considered customer re- 
quirements) would be minor had no supporting analysis. Finally, the Air Force was 
unable to show that the commercial contract specification would meet the oper- 
ational requirements. Because the Air Force determined that the C-130J was a 
commercial item, the Air Force relied on the commercial contract specifications to 
meet mission requirements. 


CONTRACT SPECIFICATIONS 

In January 1999, the Air Force became aware that Lockheed Martin could not 
meet the C-130J commercial model specification and agreed to a contractor-initi- 
ated, three-phase upgrade program, consisting of upgrades 5.1, 5.2, and 5.3. Not 
withstanding, the Air Force continued to contract for additional aircraft and exer- 
cised options for more aircraft before the first aircraft was delivered or tested. The 
first two C-130J aircraft were not delivered until February 1999 and even those air- 
craft were conditionally accepted. Testing showed that even with the 5.1, 5.2, and 
5.3 upgrades, the C-130J aircraft was still not compliant with the commercial model 
specifications or, more importantly, operational requirements. In October 2002, the 
Air Force and Lockheed Martin reached an agreement that the design would be con- 
sidered compliant with the successful completion of an agreed-upon action plan. Cor- 
rections as agreed upon are supposed to be completed in upgrade 5.4, which, at the 
time of the audit, was scheduled for installation in 2005. However, the Air Force 
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commingled the contract specification work with out-of-scope work in upgrade 5.4. 
Since the Air Force was procuring the aircraft for the Coast Guard, the Marine 
Corps, and Air Force units, those customers who could not afford the cost of the out- 
of-scope work would not receive the improvements needed to have a mission capable 
aircraft. 

Federal Acquisition Regulation Part 12.208, “Contract quality assurance,” re- 
quires that contracts for commercial items shall rely on contractors’ existing quality 
assurance systems as a substitute for Government inspection and testing before ten- 
der for acceptance. As of the time of the audit, the Air Force had conditionally ac- 
cepted 50 C-130J aircraft at a cost of $2.6 billion and the contractor had been un- 
able to deliver a specification compliant aircraft. 

PERFORMANCE OF OPERATIONAL MISSION 

Air Force testers had identified performance deficiencies that degraded C-130J 
operations after the contractor began aircraft delivery. The Test and Evaluation 
Center had developed a testing plan with a two phased approach. The first phase 
evaluated the airlift capability for the C-130J and the second phase is intended to 
evaluate other capabilities including the air drop mission. At the time of our audit, 
the second phase of operational testing was scheduled for late 2005. 

The Air Force Operational Test and Evaluation Center completed the first phase 
testing in September 2000. That testing showed that the C-130J was not effective 
or suitable in the airlift mission. Performance deficiencies included inadequate 
range and payload, immature software, lack of an automated planning system, and 
difficulties in cold weather operations. The test also showed that the C-130J was 
not suitable in its current configuration because its integrated diagnostic capability 
was poor, including high built-in-test false alarm rates. The Air Force stopped the 
suitability test in August 2000 because of the extent of the deficiencies identified. 
The report stated that many of the deficiencies were programmed to be corrected 
in upgrade 5.3. 

In November 2001, the Air Force Operational Test and Evaluation Center per- 
formed an operational assessment of upgrade 5.3 to assess the program’s progress 
towards readiness for the second phase of testing. The Air Force operational assess- 
ment stated that the progress in the effectiveness of the C-130J was unsatisfactory. 
Identified deficiencies included defensive system problems, global air traffic manage- 
ment compliance, mission planning system deficiencies, and interoperability issues 
with the existing C-130 fleet. The report also mentioned that progress in the suit- 
ability area was unsatisfactory. Development schedule slips, system immaturity, 
and training issues caused the Air Force Operational Test and Evaluation Center 
to reschedule the second phase operational testing from July 2000 to November 
2005. Further, the deficiencies found in upgrade 5.3 resulted in the C-130J Program 
Office requiring another upgrade. 

Based on the qualification operational and evaluation testing results, the Air Mo- 
bility command determined the missions that the C-130J could safely perform given 
the known deficiencies. Specifically, the Air Mobility Command released the C-130J 
to perform basic air, land, assault, overwater operations, and medical evacuation, 
but restricted the aircraft from performing night vision goggle operations, combat 
search and rescue, visual formation, global air traffic management, and air drop of 
paratroopers and containers. Because the aircraft performed poorly during testing, 
the Air Mobility Command could not release the C-130J to perform heavy equip- 
ment air drop and hostile environment missions. Installation of upgrade 5.4 is sup- 
posed to resolve those limitations except for heavy equipment air drop. Installation 
of upgrade 6.0, which is scheduled for installation in 2007, is supposed to allow the 
C-130J to perform the heavy equipment air drop mission. 

RECENT DIRECTOR OF OPERATIONAL TEST AND EVALUATION ASSESSMENT 

In the 2004 Director of Operational Test and Evaluation Annual report, issued in 
February 2005, the Director reported that the aircraft is not operationally suitable. 
Demonstrated C-130J reliability, maintainability, availability, and logistics 
supportability failed to meet operational requirements and legacy standards. Defi- 
ciencies were noted with on-aircraft integrated diagnostics and fault isolation sys- 
tems, portable maintenance aids, maintenance technical orders, and the availability 
of spare parts. Further, the testing of defensive systems did not demonstrate their 
effectiveness and suitability. 


RELATED ONGOING AUDITS 

We have one related audit of commercial acquisition practices in the Department 
of Defense. The Audit of Commercial Contracting Practices for Procuring Defense 
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Systems (Project No. D2004AB-0182) will determine whether procurement officials 
are complying with Federal Acquisition Regulation Part 12 “Acquisition of Commer- 
cial Items,” and Part 15, “Contracting by Negotiation,” when procuring defense sys- 
tems or their subcomponents. Specifically, we will evaluate the justifications used 
to determine whether major systems or subsystems meet commercial item criteria 
and evaluate the adequacy of the basis for establishing price reasonableness. How- 
ever, this audit is currently suspended due to audit support for Base Realignment 
and Closure and other operational priorities. 

Senator McCain. Thank you very much. 

Mr. Bolkcom, welcome. 

STATEMENT OF CHRISTOPHER BOLKCOM, SPECIALIST IN NA- 
TIONAL DEFENSE, CONGRESSIONAL RESEARCH SERVICE, LI- 
BRARY OF CONGRESS 

Mr. Bolkcom. Thank you, Mr. Chairman. 

Distinguished members of the committee, thank you very much 
for inviting me to speak with you today about DOE) tactical avia- 
tion programs. As requested, this testimony will focus on how well 
the capabilities offered by these programs match DOD’s most 
pressing military challenges. 

In short, DOD tactical aviation faces three interrelated chal- 
lenges: relevance, balance, and budget. These three challenges will 
be explored at greater length in my written statement, which I’ve 
submitted for the record. 

The first challenge is relevance. Observing that DOD tactical 
aviation faces a relevance challenge is, at first blush, 
counterintuitive. After all, our air forces dominate state-on-state 
conflict. Achieving significant military objectives against non-state 
actors, however, including terrorists and insurgents, has proven 
more difficult. 

The terrorist attacks of September 11th graphically illustrate 
that small groups of non-state actors can exploit commercially- 
available technology to conduct destructive attacks over great dis- 
tances. Increasingly, it is recognized that, in many cases, com- 
bating non-state actors presents different, and sometimes greater, 
challenges than combating a conventional military foe. 

Generally speaking, today’s Armed Forces were organized, 
trained, and equipped with conventional state-on-state warfare in 
mind. This is true for our air forces. Yet air power can offer signifi- 
cant contributions to irregular warfare and counterinsurgency. In- 
telligence-gathering, persistent surveillance, aerial insertion of 
troops, and medical evacuation of friendly forces are all potentially 
valuable aviation missions. 

The air-dominance and strike missions at which our tactical air- 
craft excel are, of course, important to counterinsurgency and other 
small wars. These missions, however, don’t typically require the 
high performance characteristics found in the F/A-22, Joint Strike 
Fighter, and F/A-18E/F Super Hornet. 

The second challenge is balance. There’s a consensus view in de- 
fense circles that air power is one of our great military advantages. 
Some are increasingly concerned, however, that military aviation is 
too focused on the demands of fighting conventional foes, to the 
detriment of irregular warfare. The challenge for U.S. air forces is 
to reshape themselves to increase their relevance in small wars. 
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while maintaining the capability to win major conflicts. In other 
words, a balance must be struck. 

Supporters of DOD’s current tactical aviation plan say that the 
F/A-22, Joint Strike Fighter, and F/A-18E/F are required for state- 
on-state conflict, despite our preeminence in this area. Only these 
aircraft, they say, can cope with scenarios in which adversaries are 
equipped with their own modern aircraft and advanced surface-to- 
air missiles. 

Supporters argue that the F/A-22, Joint Strike Fighter and the 
Super Hornet can be made more applicable to small wars through 
new concepts of operation, organizational schemes, or technology 
upgrades. 

Those seeking a re-balancing of DOD tactical aviation, however, 
argue that the most stressing scenarios that require advanced tac- 
tical aviation will be rare. U.S. dominance in standoff weapons, air- 
borne warning and control, electronic warfare, and other elements 
of the overall air-power system will enable U.S. tactical aircraft to 
prevail, with fewer numbers. 

The third challenge is budget. For more than 20 years, some 
have predicted a train wreck in DOD’s tactical aviation budget. Ob- 
servers see too many tactical aircraft chasing too few dollars. Budg- 
et pressures have already taken their toll. Over the past 14 years, 
the number of tactical aircraft that some estimate DOD can afford 
has dropped by over 30 percent. Tactical aviation budgets may be 
increasingly squeezed by other aviation demands, such as pur- 
chasing long-range bombers, new unmanned aerial vehicles 
(UAVs), and new helicopters. Perhaps the most intense budget 
competition will come from the need to replace our aging tanker 
fleet. 

Some also believe that the costs of fighting the war on terrorism 
and pending initiatives to increase personnel benefits and per- 
sonnel end strength will exacerbate budget pressures and bring the 
tactical air (TACAIR) train wreck to fruition. 

In conclusion, it’s noteworthy that in a recent interview Navy 
Secretary Gordon England appears to confirm that DOD leaders 
recognize these challenges to tactical aviation and see a need to re- 
balance the force. Mr. England advocated that DOD examine its 
entire tactical aviation enterprise and search for efficiencies and 
savings. 

One model for this examination, he said, is the recent Navy and 
Marine Corps tactical air integration. By better combining Navy 
and Marine Corps tactical aviation assets, the Department was 
able to reduce purchases of tactical aircraft and save $35 billion in 
procurement while maintaining the same combat capabilities. 

Mr. Chairman, this concludes my remarks. Thank you, again, for 
the opportunity to appear before you, and I look forward to your 
questions. 

[The prepared statement of Mr. Bolkcom follows:] 

Prepared Statement by Christopher Bolkcom 

Mr. Chairman, distinguished members of the subcommittee, thank you for invit- 
ing me to speak to you today about DOD tactical aviation programs. 

As requested, this testimony will address the applicability of DOD’s tactical avia- 
tion modernization programs to the full range of military challenges facing the 
United States. I will discuss how the capabilities offered by these programs match 
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up against DOD’s most pressing military challenges. In short, DOD tactical aviation 
modernization faces three interrelated challenges: relevance, balance, and budget. 

RELEVANCE 

Observing that DOD tactical aviation modernization programs face a relevance 
challenge is, at first hlush, counterintuitive. By all accounts, the U.S. air forces 
dominate state-on-state conflict. The United States has not faced a true peer mili- 
tary competitor since the Soviet Union collapsed. Since 1991, U.S. military aircraft 
have flown in excess of 400,000 combat sorties, and lost only 39 aircraft to enemy 
action. Recent conflicts, such as Panama, Libya, Iraq (Desert Storm) Bosnia, Kosovo, 
Afghanistan, and Iraq (Iraqi Freedom) illustrate that in a variety of circumstances, 
U.S. Air Forces have proven very effective at achieving classic military objectives 
against the armed forces of other countries. Achieving significant military objectives 
against non-state actors, however, has proven more difficult. ^ 

In the past, combating non-state actors was seen by many to be a “lesser included 
case.” Non-state actors appeared to be less threatening to national security than the 
well funded, well organized, and much more militarily potent Armed Forces of an 
enemy nation-state. If, for example, the U.S. military was deemed adequate to deter 
or defeat the Soviet military, then it was also deemed adequate to combat non-state 
actors. 

The terrorist attacks of September 11, 2001 graphically illustrate, however, that 
small groups of non-state actors can exploit relatively inexpensive and commercially 
available technology to conduct very destructive attacks over great distances. Few 
observers today consider non-state actors to be a “lesser included case.” Increasingly 
it is recognized that in many cases, combating non-state actors presents a dif- 
ferent — and in many cases — a greater set of challenges than combating a conven- 
tional military foe. 

Military planners have a number of tools at their disposal to attempt to find, iden- 
tify, track, capture, neutralize, or kill terrorists, counterinsurgents and other non- 
state actors. A survey of counterinsurgency and anti-terrorism efforts indicates, that 
in general, military aviation plays a prominent role in performing these tasks. Air- 
power has proven very valuable in contemporary (e.g. Iraq, Philippines) and histor- 
ical (e.g. El Salvador) counterinsurgencies. The most critical missions, appear to be 
persistent surveillance and reconnaissance, aerial insertion of troops, combat search 
and rescue, medical evacuation, tactical air mobility, and tactical airlift and resup- 
ply- 

The air dominance and strike missions at which today’s tactical aircraft excel are 
also important to counterinsurgency and other non-state actor operations. These 
missions, don’t however, typically require the high performance characteristics of 
the combat aircraft that DOD is currently developing and beginning to produce. 
Non-state actors do not have resources to effectively challenge even modest Air 
Forces. In some circumstances, aircraft less capable than the F/A-22, JSF and F/ 
A-18E/F may even be preferred for strikes against insurgents owing to their lower 
airspeeds. 

In general, the U.S. Armed Forces that are fielded today were organized, trained 
and equipped principally with conventional, state-on-state warfare in mind. This is 
true for DOD’s major tactical aviation programs. The F/A-22 traces its lineage to 
the Advanced Tactical Fighter program (ATF) which began in the early 1980s. The 
F/A-18E/F program was initiated in 1991 as the Navy’s A-12 Naval ATF, and F- 
14 re-manufacturing programs were terminated. The Joint Strike Fighter (JSF) pro- 
gram, then called Joint Advanced Strike Technology (JAST), began in 1993. Even 
in a “post-September 11 environment,” those developing these programs still see 
these aircraft as most applicable to conventional warfare. For example, the most re- 
cent F/A-22 Operational Requirements Document (ORD), from the spring of 2004, 
contains no mention of counterinsurgency missions, irregular warfare, or capabili- 
ties to defeat terrorists. 

One of the primary reasons why the relevance of DOD’s tactical aviation programs 
to defeating non-state actors is questioned, is because the operational challenges are 
fundamentally different from conventional military challenges. Compared to the 
armed forces of a nation state, non-state actors are relatively easy to defeat in direct 
combat. Non-state actors typically lack the equipment, training and discipline that 


1 “Non-state actors” is an umbrella term that refers to a number of armed groups such as po- 
litical terrorists, narco-traffickers, paramilitary insurgents, and even international organized 
criminal organizations. These terms are not mutually exclusive. Paramilitary groups can, for ex- 
ample, engage in narco-trafficking, terrorism, and crime. Other terms which appear synonymous 
include “Military Operations Other Than War (MOOTW), and “irregular warfare.” Others use 
the term “small wars.” 
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define a military force. Actually engaging in direct combat with non-state actors is 
the core operational challenge. Non-state actors typically don’t wear uniforms. In- 
deed, they generally strive to integrate themselves into the local civilian population. 
Thus, target identification is very challenging. Non-state actors rarely mass into 
easily recognizable formations. They typically lack large infrastructure or obvious lo- 
gistics processes. Therefore, non-state actors present few “high value” targets for 
U.S. forces. This challenge has not been lost on DOD leadership. For example Lt. 
Gen. Wooley, Commander of Air Force Special Operations notes: 

For many years, though, there’s been a concern that intelligence collection 
capability basically rested in the ability to find a tank or an artillery piece 
hiding in a grove of trees. The problem now becomes how to find individuals 
hiding in groups of people. . . This presents a huge problem for us.^ 

The leadership and structure of many non-state organizations are opaque. Such 
organizations might be diffuse and operate over long distances. A1 Qaeda, for exam- 
ple, often operates through partner organizations which might be small and have 
fluid leadership. One DOD leader has said “When we kill or capture one of these 
leaders, another one steps in and quickly takes their place.” ^ Once identified, non- 
state actors are often difficult to engage due to concerns over collateral damage. 
Even conventional state-on-state conflict presents collateral damage concerns. When 
one party is actively tr3dng to shield itself behind non-combatants, however, deliv- 
ering weapons with extreme precision and minimum effects takes on increased im- 
portance. A recent RAND study summed up the operational challenges: 

. . . ferreting out individuals or small groups of terrorists, positively iden- 
tifying them, and engaging them without harming nearhy civilians is an ex- 
tremely demanding task. Substantial improvements will be needed in sev- 
eral areas before the Air Force can be confident of being able to provide this 
capability to combatant commanders.’^ 

In sum, identifying and characterizing the insurgent or terrorist target is a key 
problem for DOD, and it is difficult for many to see how tactical aviation plays a 
leading role in overcoming this challenge. Similar observations can be made for 
counterinsurgency and irregular warfare tasks such as persistent surveillance, 
stealthy insertion of troops, rapid resupply or medical evacuation of friendly forces 
operating in remote and austere areas. 

BALANCE 

Senior leaders in DOD appear to appreciate the distinct challenges that com- 
bating non-state actors present, however, and are taking steps to ensure that these 
challenges are reflected in long-term military plans, programs, and policies. 

DOD’s 2006 Strategic Planning Guidance found that the U.S. is well positioned 
to deal with a conventional military adversary. Increasingly, however, the U.S. may 
find itself facing non-conventional foes, for which it is not well prepared.® Further, 
it has been reported that DOD leadership has instructed regional combatant com- 
manders to “develop and maintain new war plans designed to reduce the chance of 
postwar instability like the situation in Iraq.”® Based on these plans, some believe 
that this year’s Quadrennial Defense Review (QDR) “could upend U.S. military pro- 
curement plans as Pentagon officials shift their focus from waging conventional war- 
fare to developing new ways to counter catastrophic, disruptive and irregular 
threats — in a word, terrorism.” ^ 

There is a consensus view in defense circles that airpower is one of the United 
States’ great military advantages. Some are increasingly concerned, however, that 
military aviation is focused too much on the demands of fighting conventional foes 
to the detriment of irregular warfare, and that “the challenge for the Air Force is 
to re-shape its forces to increase their relevance in small wars, while maintaining 
the capability to win major conflicts.”® In other words, a balance must be struck. 


^Lt. Gen. Michael W. Wooley. Commander, Air Force Special Operations Command. “Applica- 
tion of Special Operations Forces in the Global War on Terror.” Air & Space Conference 2004. 
Washington, DC. September 14, 2004. 

3 Ibid. 

David Ochmanek. “Military Operations Against Terrorist Groups Abroad.” RAND. 2003. 

® “Building Top-Level Capabilities: A Framework for Strategic Thinking.” Briefing to Senior 
Level Review Group. August 19, 2004. 

®Greg Jaffe and David Cloud. “Pentagon’s New War Planning to Stress Postconflict Stability.” 
Wall Street Journal. October 25, 2004. 

Jason Sherman. “U.S. War on Terror Looms for QDR.” Defense News. October 25, 2004. 
^Thomas McCarthy. National Security for the 21st Century: The Air Force and Foreign Inter- 
nal Defense. School of Advanced Air and Space Studies. Air University. Maxwell AFB, AL. June 
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Supporters of DOD’s current plan for tactical aviation modernization say that the 
F/A-22, JSF and F/A-18E/F are still required for state-on-state conflict, despite U.S. 
preeminence in this area, and that new concepts of operation, new organizational 
schema, or technology upgrades may increase these systems’ applicability to 
counterinsurgency and irregular warfare challenges. Those who support DOD’s cur- 
rent tactical aviation modernization plans, could argue that fluid threat environ- 
ments are nothing new. Platforms with long development time lines and long oper- 
ational lives often must be modified and used differently than originally intentioned 
so as to keep pace with new threats and military objectives. It is much more dif- 
ficult, to take the opposite approach, they could argue. From their perspective, DOD 
can’t develop technologically less sophisticated weapons systems to address uncon- 
ventional threats, and then improve these systems in the future if more high tech 
threats arise. 

While “low-tech” insurgents and other non-state actors appear to deserve more at- 
tention than in the past, the United States shouldn’t slight its traditional military 
strengths, tactical aviation supporters argue. DOD has evolved from a “threat 
based” to a “capabilities based” planning framework. Threats can change, but the 
military capabilities we desire, tend to have a longer life-span. We know that 
achieving air dominance is a key military capability we must maintain, supporters 
of DOD’s current tactical aviation say, and we must prepare to achieve air domi- 
nance in the most stressing scenarios; such as a potential conflict with China, for 
example. 

Russian SA-10 and SA-12 surface-to-air missiles (SAM) have been operational 
since the 1980s. These “double digit” SAMs are a concern for military planners due 
to their mobility, long range, high altitude, advanced missile guidance, and sensitive 
radars. The Russian SA-20, still under development, has been likened to the U.S. 
Patriot PAC-2 missile, but with an even longer range, and a radar that is very ef- 
fective in detecting stealthy aircraft. Military planners are concerned that a country 
with only a handful of these SAMs could effectively challenge U.S. military air oper- 
ations by threatening aircraft and disrupting operations from great distances. 

A variety of new technologies and military systems could exacerbate the “double 
digit” SAM challenge. First, commercial information and communications tech- 
nologies are enabling adversaries to better network the elements of their air defense 
systems. This allows them to disperse radars, SAM launchers and other associated 
platforms throughout the battlespace, and to share targeting information among 
launchers. This, in turn, suggests that radars may be used less frequently and for 
shorter periods of time, complicating efforts to avoid or suppress them. Second, ter- 
minal defenses are being marketed by a number of international defense companies. 
These radar-guided Gatling guns are designed to protect “double digit” SAMs or 
other high value air defense assets. These systems could prove quite effective in 
shooting down missiles aimed at enemy air defenses. Third, Russia and other coun- 
tries have developed and are selling GPS jammers. Over var3dng distances, these 
low-watt jammers may degrade the GPS guidance signals used by many U.S. preci- 
sion-guided munitions (PGMs) to augment inertial guidance systems, reducing their 
accuracy. 

If these double digit SAMs are protected by an enemy air force equipped with ad- 
vanced Russian or European combat aircraft, the military problem becomes dire, say 
supporters of DOD tactical aviation. According to press reports, a recent Air Eorce 
exercise with the Indian Air Force, called Cope India, illustrates that pilots from 
non-North Atlantic Treaty Organization (NATO) countries can receive excellent 
training and execute advanced air combat tactics. When flying advanced combat air- 
craft such as the SU-30, such well trained pilots could effectively challenge U.S. Air 
Forces, some say. 

DOD’s tactical aviation programs are designed to prevail in scenarios where en- 
emies field advanced SAMs, advanced fighter aircraft, and associated technologies. 
Supporters argue that a reduction in U.S. tactical aviation would threaten our abil- 
ity to prevail and could jeopardize key U.S. national security goals. 

Most would agree that DOD still requires advanced tactical aircraft to deter and 
fight tomorrow’s conventional conflicts. However, many argue that the efforts and 
resources expended to develop and produce the F/A-22, JSF, and F/A-18E/F are not 
balanced with current and foreseeable conventional military challenges. The ability 
to achieve air dominance is a key capability that DOD must sustain, but against 
whom? Air dominance was achieved in about 15 minutes over Afghanistan and Iraq, 
some say, and, for the most part, with aircraft designed 30 years ago (e.g. F-15s, 
F-16s, AV-8Bs). 


2004. p.67. And Thomas R. Searle. “Making Airpower Effective against Guerrillas.” Air & Space 
Power Journal. Fall 2004. 
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The stressing air dominance scenario described above may require some of the 
aircraft currently being developed by DOD. However, how many of these scenarios 
might realistically emerge in the future? Many would agree that a “Taiwan straits 
scenario” could be one such challenge, but other examples are veiy difficult to 
credibly imagine. Those who seek a rebalancing of DOD tactical aviation argue that 
the proliferation of advanced SAMs has not occurred, and will likely not occur in 
the future, at the rate predicted by DOD. 

Despite being on the market for over 20 years, Russia reportedly has only man- 
aged to sell double digit SAMs to five other countries (Bulgaria, China, Czech Re- 
public, Germany, and Greece), three of which were Soviet client states at the time 
of the sale. While these weapons are clearly dangerous, they are also expensive, and 
require extensive training to operate effectively, some argue. This has arguably 
slowed the proliferation of these systems, and may also do so in the future. Russia 
failed to sell SA-10 and SA-12 SAMs to Chile, Egypt, Hungary, Iran, Kuwait, Ser- 
bia, South Korea, Syria, and Turkey. These countries have opted instead to pur- 
chase either U.S. SAMs, or more modest air defense systems. According to one well 
known missile analyst 

Russia has traditionally played a significant role in world-wide SAM export. 

But Russian SAM sales have taken a nose dive since their heyday in the 
1970s and 1980s. Particularly disappointing has been the very small scale 
of sales of the expensive high altitude systems like the S-300P and S-300V. 

The Russian industries had expected to sell 11 S-300P batteries in 1996- 
97, when in fact only about three were sold. Aside from these very modest 
sales to China and Greece, few other sales have materialized. Combined 
with the almost complete collapse of Russian defense procurement, the 
firms developing these systems have been on the brink of bankruptcy in re- 
cent years.® 

Those who wish to re-balance DOD tactical aviation also argue that the prolifera- 
tion of, and threat from advanced combat aircraft is also overstated. Building, oper- 
ating, and maintaining a modern air force is much more expensive and resource in- 
tensive than fielding advanced SAMs. Few countries have the resources and na- 
tional will to develop and maintain an air force that could challenge U.S. airpower, 
they argue. Some say that advanced Russian and European aircraft being developed 
and fielded today may compare well to 30-year old U.S. combat aircraft, on a one- 
to-one basis. But aircraft don’t fight on a one-to-one basis. Instead, they are part 
of a much larger airpower system. This system is composed, for example, of combat, 
intelligence, surveillance, airborne warning and control, aerial refueling, electronic 
warfare, and mission control assets. The importance of well trained pilots and main- 
tenance personnel, which take considerable time and resources to create, cannot be 
over emphasized. 

No other country has an airpower system on par with the United States, nor is 
one predicted to emerge. Therefore, some argue, today’s DOD’s tactical aviation pro- 

g ams can be safely reduced in order to free up funds to address other military chal- 
iges, and thus bring scarce resources more into balance. The resources saved from 
these cuts to DOD tactical aviation could be used to invest in systems and personnel 
more applicable to combating terrorists and insurgents, or to conduct homeland de- 
fense. 


BUDGET 

For more than 20 years — since 1993 — some observers have predicted a “train 
wreck” in DOD’s tactical aviation programs. These observers see too many aircraft 
competing for too few dollars. It may be that a budgetary train wreck is looming. 
As the table below suggests, a more apt metaphor for the tactical aviation budget 
to date, may be one of a “slow leak.” Over the past 14 years, budget pressures have 
reduced the number of aircraft that some estimate DOD can afford by more than 
30 percent. 


ESTIMATED NUMBER OF AIRCRAFT TO BE PROCURED ^ 


Fiscal Year 

F/A-22 

JSFii 

F/A-18E/F 

Total 

1991 

648 

2,978 

1,000 

4,626 

1993 

442 

2,978 

1,000 

4,420 

1997 

339 

2,978 

548 

3,865 

2000 

333 

2,866 

548 

3,859 


® Steven Zaloga. World Missile Briefing. Teal Group. Inc. Fairfax, VA. February 2005. 
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ESTIMATED NUMBER OF AIRCRAFT TO BE PROCURED i— Continued 


Fiscal Year 

F/A-22 

JSFii 

F/A-18E/F 

Total 

2004 

279 

2,866 

462111 

3,607 

2006 

1791V 

2,443 

CSI 

4.0 

3,084 


I Estimates by DOD Comptroller, GAO, CBO, CRS. 

uThe United Kingdom plans to buy 150 JSFs. However, budget shortfalls may force the U.K. to reduce purchases. 

lu Figure does not include 90 EA-18G electronic attack aircraft. 

ICO If PBD-753 recommendations are approved. 

This “slow leak” in tactical aviation funding may continue. Or, budgets may hold 
steady. (Few predict that tactical aviation budgets will increase in real terms.) How- 
ever, other aircraft acquisition challenges may continue to erode tactical aviation’s 
budget. Spending on Unmanned Aerial Vehicles (UAVs), doubled between 2001 and 
2003 ($667 million to $1.1 billion) and DOD’s appetite for these systems continues 
to grow. All the Services wish to recapitalize their helicopter fleets. Advocates of 
long range bombers have been pressuring the Air Force to maintain its current in- 
ventory of bombers, and to field a replacement earlier than the planned date of 
2037. Also, as Congress is well aware, replacing DOD’s aging fleet of long range aer- 
ial refueling aircraft will be costly. Outgoing Acting Secretary of the Air Force Peter 
Teets recently told reporters that he believed recapitalizing the Air Force’s aerial 
refueling aircraft to be the Service’s biggest challenge. This suggests that tankers 
could also compete well with fighters in the current Quadrennial Defense Review. 

Some also believe that previously unanticipated costs associated with combating 
terrorism may mean that the “tac air train wreck” has fully arrived. CRS estimates 
that since the September 11 terrorist attacks, DOD has received over $201 billion 
for combat operations, occupation, and support for military personnel deployed or 
supporting operations in Iraq and Afghanistan and for enhanced security at military 
installations. If pending supplemental appropriations are approved, the figure 
through fiscal year 2005 will amount to $270 billion.^i Pending DOD and congres- 
sional initiatives to increase both personnel benefits and personnel “end strength” 
could also increase pressure to reduce tactical aviation budgets. 

The act of matching resources (i.e. budget) to objectives in a procurement program 
can be called a “business case.” Government Accountability Office (GAO), for one, 
has argued that the F/A-22 lacks a business case (GAO-05-304), and that the JSF’s 
business case is “unexecutable” (GAO-05-271). This assertion suggests to some, at 
least implicitly, that the relevance of these aircraft, as reflected in their currently 
planned procurement quantities, to the current military environment, is unclear. Air 
Force representatives say that they are developing a new business case for the F/ 
A-22. 


CONCLUSION 

Recent remarks by Navy Secretary, and Deputy Secretary of Defense nominee, 
Gordon England appear to reflect the three challenges to DOD tactical aviation pro- 
grams discussed above, and to suggest one means to meet these challenges. In a 
March 21, 2005 interview. Secretary England reportedly advocated that DOD exam- 
ine its “whole [tactical aviation] enterprise” and search for efficiencies and savings. 
He predicted, reportedly, that “the most efficient, effective way to construct our air 
assets” may be one of the biggest debates in the current Quadrennial Defense Re- 
view. 

According to reporters, Mr. England recognized that tactical aviation programs 
amount to “a huge amount of money,” and noted that by better integrating Navy 
and Marine Corps tactical aviation assets, the Department was able to reduce air- 
craft purchases and save $35 billion, while maintaining the same combat capabili- 
ties. Increased efficiencies that might be realized across DOD’s tactical air enter- 
prise might include better integration, and more common assets, he told reporters. 

Mr. Chairman, this concludes my remarks. Thank you again for the opportunity 
to appear before you. I look forward to any questions you may have. 

Senator McCain. Thank you very much, Mr. Bolkcom. 


Sharon Weinberger. “Teets Says Tankers Number One Air Force Priority.” Defense Daily. 
March 24, 2005. 

^^See CRS Report RS21644. The Cost of Operations in Iraq, Afghanistan, and Enhanced Secu- 
rity. 

12 Christopher J. Castelli. “DEPSECDEF Nominee Sees Potential For DOD-Wide TACAIR In- 
tegration.” Inside the Navy. April 4, 2005. 
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Just to start out, one of the most spectacular aspects of the war 
in Afghanistan was our capability to illuminate targets using spe- 
cial forces personnel on horseback, but the remarkable accuracy, 
pinpoint accuracy, of our weapons delivered both from carriers and 
tactical aircraft, even some launched from the United States, does 
that argue for a high-performance tactical aircraft? 

Mr. Bolkcom. Sir, I think that the most relevant resources to ir- 
regular warfare tend not to be those most high-tech sort of plat- 
forms. As you mentioned, helicopters special operations or forces 
air-liaison officers equipped with laser range-finders and radios can 
be very valuable. It’s difficult to see an application, for a 9G super- 
sonic fighter in that sort of specific scenario. 

Senator McCain. Mr. Sullivan, you, several times in your state- 
ment, make the comment that they have to make a new business 
argument. What is that business argument? 

Mr. Sullivan. For? 

Senator McCain. What argument, given the nature of your re- 
port, of your assessment, what is the new business argument that 
they can make? 

Mr. Sullivan. Well, generally speaking — I’m just basically 
speaking, when we talk about a business case, we’re talking about 
as basic as you can get at matching needs with resources. So 
there’s a need — right now, we think that, in both programs, the Air 
Force, with the F/A-22, probably more critically right now, with 
the air-to-ground need that they are developing, that seems to be 
not a need that has been really definitized real hard yet, that they 
haven’t done a strong analysis of alternatives, for example, to make 
that need concrete. They need to understand the need more for the 
air-to-ground mission that they want the F/A — that strike mission 
they want the mission they want the F/A-22 to do. 

Senator McCain. Originally, it was an air-to-air platform. 

Mr. Sullivan. The F/A-22 was an air-dominant fighter, yes. 

Senator McCain. Do you know of any aircraft on the drawing 
board in any country, in the world, that would challenge present, 
existing aircraft fighter aircraft. 

Mr. Sullivan. The F/A-22, in fact, just went through initial 
operational test, did a fine job performing as an air-dominance-type 
fighter. If we start talking about threats, we’d probably get into a 
classified discussion pretty quickly. 

Senator McCain. Classified situation. 

Mr. Sullivan. But the air-to-air mission is important to the F/ 
A-22. The air-to-ground mission, we’re less clear about. I think 
they need to make that case, and that’s part of the business case 
we’re talking about. 

Now, on the flip side of that is, when do you need it? How many 
of those do you need? How can that be deployed properly in the Air 
Force’s concept of operations? How much money is that going to 
cost? Right now, they’re talking about an $11 billion/15-year pro- 
gram. 

Senator McCain. One of the problems we always experience is 
that initially we’re going to plan on a huge number of aircraft, 
many hundreds. I’ve seen this forever. 

Mr. Sullivan. On most programs, I agree. 
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Senator McCain. Yet then the cost goes up, so we’re going to re- 
duce the numbers. But then the cost goes up because we’re reduc- 
ing numbers. What’s the answer to that one? 

Mr. Sullivan. Well, I think perhaps what we do in these two re- 
ports is focus on the total cost the total investment. To develop an 
aircraft would be development cost in the billions of dollars, and 
then procurement costs. You can look at it two ways. You can look 
at sum cost, which would be like a total program — average pro- 
gram cost for aircraft of the F-22, for example, is very high. Right 
now, if they terminate that and only build 180 aircraft, for exam- 
ple, if you add up all those costs and divide by 180, you get 345 
million, or something. The flip side of that is that there’s a 
flyaway — the cost of the last one coming off the line obviously 
is 

Senator McCain. One of the great imponderables in history is 
the actual cost of an aircraft. [Laughter.] 

Mr. Sullivan. Yes, sir. 

Senator McCain. I’ve never even heard the actual cost of a F- 
4 Phantom, much less — anyway, I thank you. 

Mr. Schmitz, do you know who made the decision to base the ac- 
quisition of C-130J as a commercial venture? 

Mr. Schmitz. It was a push by Lockheed Martin. There was a 
contracting officer; and, ultimately, the contracting officer was 
being supervised, as we understand, by the same contracting 

Senator McCain. By Ms. Druyun. 

Mr. Schmitz. Yes, sir. 

Senator McCain. Wouldn’t that argue for the Air Force to go 
back and reevaluate that contract when they found out that it was 
Ms. Druyun that made the decision to have this as an other trans- 
action agreement (OTA), rather than under the normal procure- 
ment procedures, you would think? 

Mr. Schmitz. Yes, sir. 

Senator McCain. Did the Air Force contracting officer, top acqui- 
sition executive, properly justify the use of a commercial item — 
have you gotten any cost data from Lockheed Martin, actual cost 
data? I understand that they have not been forthcoming with any 
of it. Is that true? Maybe that’s a question for the next panel, 
but 

Mr. Schmitz. Yes. Let me just check with my audit 

VOICE: Lockheed Martin is not required to provide any cost or 
pricing data. 

Mr. Schmitz. Did you understand that, Mr. Chairman? 

Senator McCain. They’re not required to, so they’re not, because 
they have an exemption from Federal Acquisition Regulation (FAR) 
Part 12. 

In 1995, the price for the basic C-130J was $33 million. 1998, 
it’s now $50 million. 2004, the price is now $67 million. Because 
the Air Force is acquiring these C-130Js using a FAR Part 12, a 
commercial item acquisition strategy, the Air Force’s established 
position that it cannot require Lockheed Martin to provide certified 
cost or pricing data. Is that a concern, Mr. Schmitz? 

Mr. Schmitz. Well, it is for us, because, without the knowledge 
of Lockheed Martin’s prices, costs, profits, or data, the Air Force 
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contracting officer is limited in his ability to protect the govern- 
ment against overpricing or fraud. 

Senator McCain. Your report concluded that Lockheed Martin 
has been unable to design, develop, or produce a C-130J aircraft 
that meets contract specifications in the 10 years since production 
began. You made several significant recommendations to resolve 
contract deficiencies, ensure what repairs to nonoperational aircraft 
are performed by Lockheed Martin in a timely manner. Did Air 
Force assistant Secretary Sambur agree with your recommenda- 
tions? 

Mr. Schmitz. Initially not. But, by the time we got through the 
process of finalizing our report, we essentially had full concurrence 
in our recommendations from the Air Force. 

Senator McCain. Did Secretary Sambur, as the top Air Force ac- 
quisition executive, withhold any monies from Lockheed Martin to 
leverage them to fix the C-130J? 

Mr. Schmitz. Not that we’re aware of. 

Senator McCain. July 30, 2004, brief to the Senate Armed Serv- 
ices Committee, Secretary Sambur concluded the way to increase 
military capability for the C-130J and to motivate Lockheed Mar- 
tin to fix deficiencies was to establish, in 2002, a C-130J group-hug 
Blue Ribbon Panel. As far as you know, did the establishment of 
the C-130J group-hug Blue Ribbon Panel fix the C-130J defi- 
ciencies? 

Mr. Schmitz. As far as I know, no, sir. 

Senator McCain. As far as your latest evaluation is concerned, 
the C-130J is still not operationally capable? 

Mr. Schmitz. We’ve heard, in the last 6 months, the Air Force 
has made some improvements. This is only hearsay, but I’m told 
that they made improvements, and there may be some operational 
C-130Js now. Limited operational. 

Senator McCain. Thank you. 

Mr. Bolkcom, thank you for your overview. 

Mr. Bolkcom. Yes, sir. 

Senator McCain. We appreciate it. It’s always important to view 
these specific programs in the general overview of the strategic 
challenges. I thank you. 

Senator Lieberman. 

Senator Lieberman. Thanks, Mr. Chairman. 

Mr. Sullivan, I wanted to ask you some questions about your re- 
port. I mean, to say the obvious, this committee has worked very 
hard — we and our predecessors here over the years — to provide the 
military with the best equipment we can. It’s doubly, maybe more 
than that, frustrating for us as we watch the cost of the programs 
escalate, and the number of items being reduced, as you’ve docu- 
mented very compellingly here, with regard to technical aircraft. 

If you had to sum it up in a paragraph, what lessons have we 
learned from the story of the F/A-22, up until this point, that, for 
instance, can be applied to the Joint Strike Fighter program? 

Mr. Sullivan. If there’s one lesson that you could apply right 
now to the Joint Strike Fighter program, it would be to wait until 
you have a design, an aircraft that has a stable design, to do the 
mission that the requirements call for it to do. 
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Senator Lieberman. But to wait until it has that stable design 
to do what? 

Mr. Sullivan. To be able to perform the key performance param- 
eters for that aircraft, in terms of how far it can fly, how fast it 
can fly, what kind of payload it can deliver, air-to-ground mission, 
air-to-air mission, all of those different things. They have a require- 
ments document that lays all of that out. 

Senator Lieberman. Yes. 

Mr. Sullivan. They’re trying to build an aircraft to meet those 
requirements now. They’re having trouble with that, at this point. 

Senator Lieberman. Right. 

Mr. Sullivan. If there’s one lesson I think they learned from the 
F/A-22, it’s to measure twice and cut once, if you will. 

Senator Lieberman. Yes. 

Mr. Sullivan. It’s to stop right now and try to get an engineer- 
ing-type prototype that they are fairly certain will be able to meet 
at least some of those missions. 

The other thing that they can do is look at their acquisition 
strategy and be more evolutionary, maybe go a block approach ear- 
lier, where they’re not reaching for all of the capability that they 
envision on that aircraft right now. But this gets to the business 
case. Maybe reduce some of those capabilities for a first increment 
of that aircraft, get the aircraft built, and put on what they know 
how to do now. The lesson is knowledge. What they should do is 
build what they know how to build at this point. 

Senator Lieberman. Right. 

Who should we hold accountable for the fact that that didn’t hap- 
pen with the F/A-22? 

Mr. Sullivan. That’s a good question. The Services are required 
to train, organize, and equip the forces, but the Department of De- 
fense has an acquisition office that also more or less heads up the 
decisionmaking on those programs. But I think, even more than 
that, if we want to get down to laying blame, there’s probably a lot 
of people that you could blame for programs getting this far out of 
balance. 

Senator Lieberman. Is it because we try to consistently add 
more to the program? 

Mr. Sullivan. On the F/A-22, for example, there has been clas- 
sic requirements-creep. 

Senator Lieberman. Right. 

Mr. Sullivan. We try to establish the toughest requirements 
that we can have for the warfighter, so the warfighter is dominant 
in the field, and sometimes they’re not very easy to get to. So, yes. 
I’d say we overreach very often on setting requirements. 

Senator McCain. Could I ask, is lack of congressional oversight 
one of those factors? 

Mr. Sullivan. We believe that — well, when we look at acquisi- 
tion programs, is, we focus on the Pentagon, more than congres- 
sional oversight, and the policies that they have for their acquisi- 
tions. I think there are a lot of rules and laws. We’re talking about 
some of these — FAR Part 12 versus FAR Part 15, for example. 
These two programs were both FAR Part 15 programs, which 
means that statute has been written to put in an awful lot of over- 
sight, including cost accounting standards. Truth in Negotiation 
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Act (TINA) for cost pricing data, Competition in Contracting Act, 
and all of those things. Both of these programs had those. There 
was a lot of oversight on the program, yet they still got out of con- 
trol. Right. 

Mr. Sullivan. When we look at DOD’s — the Pentagon’s acquisi- 
tion policies themselves, these are the people that are going to 
manage these programs, and we think the policies lack a lot of in- 
ternal controls that could be put into place. The policies are not 
ever executed very consistently. I just believe those policies have 
been lax. 

Senator Lieberman. Right. 

Mr. Sullivan. There are a lot of contracting issues that go along 
with that as well. 

Senator Lieberman. Yes. 

So those are the lessons you’d draw as we go forward with the 
Joint Strike Fighter. Do you think it’s the correct decision to termi- 
nate procurement in fiscal year 2008, as is now proposed, for the 
F/A-22? 

Mr. Sullivan. That would not be for me or the Government Ac- 
countability Office (GAO) to answer, but I think that’s why, when 
we looked at the program this year with that as part of its environ- 
ment, we decided, if nothing else, the Air Force has to at least stop 
and recalculate, recalibrate, if you will, what they’re going to do, 
given that budget decision hanging out there right now. They need 
to come back with a very rational decision about how many aircraft 
they need and how they’re going to use them. 

Senator Lieberman. So the business case would really be to con- 
tinue the program beyond 2008. Am I right? 

Mr. Sullivan. Yes. If they want to continue right now, as it 
stands, the modernization program that they said they’ve needed 
to bring a very robust air-to-ground strike capability to the F/A- 
22, under the decision, as it stands right now, it will be very dif- 
ficult to do that, because they will not procure any aircraft after 
2008. That modernization program was to fit those aircraft, past 
2008, with those capabilities. 

Senator Lieberman. One last question. In the case of the Joint 
Strike Fighter, you also indicate that there’s a need for a new busi- 
ness case for both aircraft — for that program, but you mentioned 
that the program’s critical design review is not going to occur until 
early in 2006. Shouldn’t we have the results of that review before 
the Department decides on aspects of a revised Joint Strike Fighter 
business case? 

Mr. Sullivan. We would say, ideally, that a critical design re- 
view is a key point in a program where you should come out of that 
review with the knowledge that you have a stable design. So, 
you’re right, I think you should wait until a review like that is 
over. But in the case of the Joint Strike Fighter, we think that re- 
view, as it’s scheduled right now, is probably happening a little bit 
too early, because they will be having a review that’s supported by 
an aircraft design that’s overweight. We’d like to see them get that 
slimmed-down version; not necessarily integrated, but perhaps an- 
other 6 months to a year beyond that, when they can fly that first 
prototype. Then we believe they will have a very stable design, and 
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it wouldn’t take a lot of changes after that, when it gets very ex- 
pensive. 

Senator Lieberman. Thank you. 

Mr. Sullivan. So I’d say somewhere past a year. 

Senator Lieberman. Thanks, Mr. Chairman. 

Senator McCain. Senator Chambliss? 

Senator Chambliss. Mr. Sullivan, you’re talking about that prob- 
lem with the Joint Strike Fighter? That was a similar problem you 
had with the F/A-22, relative to weight, initially, wasn’t it? 

Mr. Sullivan. I believe the F/A-22 did have weight issues. 

Senator Chambliss. Similar problem we had with the F-15, 
wasn’t it? 

Mr. Sullivan. Yes, sir. 

Senator Chambliss. Similar problem we had with the F-4, 
wasn’t it? 

Mr. Sullivan. Yes, sir. 

Senator Chambliss. In other words, my point is, anytime you 
have a new tactical aircraft to come out, you’re going to have prob- 
lems that are consistently appearing on all of the aircraft that are 
not that unusual. We have problems in the design, research, and 
development of basically every airplane, do we not? 

Mr. Sullivan. Yes, sir, we do. 

Senator Chambliss. That’s the reason we have research and de- 
velopment. Your point about the F/A-22 being designed for air-to- 
air, when this airplane was originally conceived, was the real 
threat out there, and that was why we needed this follow-on air- 
plane to the F-15, isn’t that correct? 

Mr. Sullivan. Yes, sir. 

Senator Chambliss. That changed during the course of the last 
several years to require the Air Force to come back to the con- 
tractor and say, “We still want that air-to-air capability, but, in ad- 
dition to that, we want air-to-ground capability,” right? 

Mr. Sullivan. Yes, sir. 

Senator Chambliss. That is a major change, isn’t that correct? 

Mr. Sullivan. Yes, sir. That’s a lot of extra additional require- 
ments. It will be tough to get. 

Senator Chambliss. Have we ever manufactured a tactical fight- 
er where the Air Force said, “We want you to have air-to-air and 
air-to-ground capability”? 

Mr. Sullivan. I couldn’t answer that right now. 

Senator Chambliss. Well, from the standpoint of air dominance, 
we obviously have to be able to knock out the enemy on the 
ground, correct? That was to be one function of this air-to-ground 
availability of the F-22, right? 

Mr. Sullivan. Yes. That’s a function they want now, yes. 

Senator Chambliss. If any of them got away, we wanted to make 
sure we had the most superior aircraft in the world to be able to 
knock them out air-to-air. Is that airplane headed in that direction 
now? 

Mr. Sullivan. I think that its air-to-air capability has been test- 
ed and looks very robust. I could not comment on where the Air 
Force is now with the air-to-ground capabilities. They’re just begin- 
ning that. I think the requirements are still not locked down in the 
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modernization program. They’re still working on coming up with a 
plan to implement that. 

Senator Chambliss. Okay. 

Mr. Chairman, I assume at some point we’re going to have a 
classified hearing where we can talk a little more about the spe- 
cifics of that, so I’ll leave that alone for right now. 

Mr. Schmitz, wasn’t the commercial contract on the C-130J un- 
usual to have for an airplane like that? 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. In fact, it was a pilot testing project to have 
a commercial contract for that airplane. 

Mr. Schmitz. Generally speaking, that was a test. Yes, sir. 

Senator Chambliss. That’s the reason you have projects like 
that, to see whether or not it works, from a commercial standpoint, 
correct? 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. As you look back on it, do you think a com- 
mercial contract for the C-130J is probably the best route to go, 
or should we go the normal contracting route? 

Mr. Schmitz. Well, it certainly doesn’t give us the level of over- 
sight that a standard system acquisition strategy would give us. 

Senator Chambliss. Okay. In your report, you cited some signifi- 
cant deficiencies in the airplane, all of which deficiencies were ad- 
dressed by the Air Force. Is that right? 

Mr. Schmitz. In their comments, they addressed them. Yes, sir. 

Senator Chambliss. The Air Force totally disagrees with your as- 
sessment of the airplane. Is that a fair statement? 

Mr. Schmitz. They did, initially, at the time that we circulated 
our report; but we’ve actually worked with them, in terms of com- 
ing to an agreed-upon way forward to address the deficiencies. 

Senator Chambliss. Yes. In fact, they’ve addressed each one of 
the four areas where you felt there were deficiencies with the air- 
plane. 

Mr. Schmitz. They addressed them in their comments? Or 
they’ve actually solved? 

Senator Chambliss. No, they’ve actually addressed them. 

Mr. Schmitz. Yes, this is an ongoing process. I would say they 
are addressing them. Yes, sir. 

Senator Chambliss. Yes. Well, they’ve addressed them to the 
point to where you pointed out that 50 of the airplanes were deliv- 
ered, and — what was your exact term? They were not operationally 
suitable. Is that the term you used? I just had it a minute ago. I 
apologize. 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. Is that the term you used? 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. The fact of the matter is that the airplane 
is flying in theater today, isn’t it? 

Mr. Schmitz. We understand, in the last 6 months, there have 
been some operational missions. Yes, sir. 

Senator Chambliss. Yes. In fact, the Air Force pretty well re- 
futed your statement beginning in February 2003, that the delivery 
of these airplanes was not operationally suitable. In fact, they said 
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that every one of them was operationally suitable under the terms 
of the commercial contract. Isn’t that correct? 

Mr. Schmitz. Is that what the Air Force said? 

Senator Chambliss. Yes. 

Mr. Schmitz. Is that what you’re asking? 

Senator Chambliss. Yes. 

Mr. Schmitz. I believe that’s an accurate description of the Air 
Force’s position at the time. 

Senator Chambliss. Okay. I understand what your job is. You 
have a difficult job in trying to assess each one of these programs 
and trying to determine whether or not the Air Force is doing ex- 
actly what they’re supposed to do under the contract. After reading 
your report and looking at the Air Force’s response to your report, 
you really didn’t find anything that the Air Force was either not 
addressing at that point in time of your report or that they have 
sat down, as you said, and been willing to address with you, to get 
that aircraft to the point to where it’s capable of flying in theater, 
in combat, today. Is that fair? 

Mr. Schmitz. It is fair to say that they have addressed all of the 
issues we raised. They are addressing them. My understanding is, 
as of today, there are still over a hundred deficiencies that they are 
outstanding, and are still being addressed. 

Senator Chambliss. But the plane is flying in combat today, is 
it not, with those deficiencies still being worked on. 

Mr. Schmitz. There have been limited, not all of the delivered 
aircrafts, I believe, are operationally capable. I believe that it’s 
been very limited operational success, thus far, sir. 

Senator Chambliss. Are you aware of any C-130Js that have 
been sold to other countries, that have been flying in theater for 
the last couple of years? 

Mr. Schmitz. No, sir. 

Senator Chambliss. Okay. Did you ask about those? 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. What were you told? 

Mr. Schmitz. I believe we did ask about them. There are no — 
the British? There — I stand corrected, sir. There is a British C- 
130J. 

Senator Chambliss. Yes, I want to make sure you all understand 
they’ve been flying in theater for a couple of years. 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. Now, Senator McCain’s question to you rel- 
ative to these documents, I want to make sure I understand this, 
because I have great sympathy for the fact that contractors ought 
to provide this committee or you with whatever documents that 
they’re supposed to give you. Withholding documents is a pretty se- 
rious charge. But is it my understanding that the fact that this is 
a commercial contract exempts the contractor from the requirement 
of giving you certain documents? 

Mr. Schmitz. That’s right. We did not ask for them, and so, there 
were none to withhold. 

Senator Chambliss. Again, going back to the issue of whether or 
not this should have been a commercial contract or not. Just look- 
ing at it from that perspective, Mr. Schmitz, getting the various 
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documents that you asked for, was this a mistake to go with a com- 
mercial contract? 

Mr. Schmitz. Well, it goes back to what you said at the begin- 
ning, that this was a test case, and I think we’ve learned some very 
good lessons from this test case. It ultimately comes down to a level 
of oversight that both you, as Congress has, and we, are able to ex- 
ercise as an oversight entity. It’s a choice. It’s a calculated risk. 
The bottom line in this case is that with very limited exceptions, 
the U.S. Services have not gotten an operationally capable aircraft. 
Yet. 

I would also point out, my staff has reminded me, the British 
operational capabilities are not the same as the U.S. specifications. 
So it is true that there are some British. 

Senator Chambliss. Which might tell us something about our re- 
quirements, I guess? 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. I don’t want to dwell on this too long, Mr. 
Chairman, but let me just close with this question. Is the Air Force 
continuing to work with your office to make sure that all the defi- 
ciencies which you, as the civilian oversight arm of DOD, working 
with you to do everything possible to make the corrections that you 
have identified? 

Mr. Schmitz. Yes, sir. I would point out that the Air Force is 
using FAR Part 15 for future upgrades, as a result of the lessons 
learned thus far. 

Senator Chambliss. Has there been any pushback from either 
the Air Force or the contractor relative to addressing the defi- 
ciencies which you have noted? 

Mr. Schmitz. Well, initially there was significant pushback, and, 
as we’ve worked through things, we’ve gotten them to cooperate 
with our recommendations. 

Senator Chambliss. Thank you, Mr. Chairman. 

Senator McCain. Thank you. I want to thank the witnesses. 

We’ll now move to our next panel, which is the Honorable Mike 
Wynne, Under Secretary of Defense for Acquisition, Technology, 
and Logistics; the Honorable John Young, Assistant Secretary of 
the Navy for Research, Development, and Acquisition; Vice Admiral 
Joseph Sestak, Deputy Chief of Naval Operations for Warfare, Re- 
quirements, and Programs; Major General Stanley Gorenc, Direc- 
tor, Operational Capabilities and Requirements, United States Air 
Force; and Brigadier General Martin Post, USMC, Assistant Dep- 
uty Commandant for Aviation, United States Marine Corps. 

As the witnesses are taking their seats, I would like to just make 
a personal comment to Secretary Wynne. I thank you for your serv- 
ice. I appreciate your willingness to stay on in your position. We 
may have had differences from time to time, but I think you have 
always been honest and honorable in your attempts to do what’s 
best for the United States and the taxpayer, and I thank you. Sec- 
retary Wynne. 

Mr. Wynne. Thank you, Mr. Chairman, for those kind remarks. 

Senator McCain. We’ll begin with you. 
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STATEMENT OF HON. MICHAEL W. WYNNE, UNDER SEC- 
RETARY OF DEFENSE FOR ACQUISITION, TECHNOLOGY, AND 

LOGISTICS 

Mr. Wynne. Thank you, Mr. Chairman, members of this com- 
mittee, Senator Lieherman, Senator Chambliss. It’s a pleasure to 
be here to address my decision to expand my normal oversight role, 
temporarily, to oversee selected Air Force programs beyond the 
normal category ID, to category 1C. 

This temporary change, I felt, was necessary, given the vacancies 
in the Air Force and the timing that is required to restore the man- 
agement structure. This action is meant to assist the new Acting 
Air Force Secretary by overseeing and providing advice on impor- 
tant Air Force programs during this time of transition. 

The result is that I will now be the milestone decision authority 
for at least 21 additional major defense acquisition programs that 
were previously overseen by the Air Force acquisition executive. I 
have, in fact, asked the Air Force to provide, by this Saturday, a 
list of all significant programs and the milestone decisions expected 
in the next 6 months for these programs so that I might plan my 
schedule. 

To a large extent, I plan to rely on the existing reporting process, 
such as the Defense Acquisition Executive Summary (DAES) proc- 
ess. In this process, I already review, on a quarterly basis, all of 
the nearly 90 defense acquisition programs, both those for which 
I have been the decision authority, as well as those for which the 
Service acquisition executives, and sometimes their subordinates, 
are normally the decision authority. I have always reviewed these 
programs in terms of performance, schedule, cost, funding, tests, 
interoperability, logistics, contracting management, and production. 
The difference now is that I will also be the milestone decision au- 
thority for the specified 21 programs. 

I also plan to rely on the Air Eorce Acquisition Corps to continue 
their high-quality efforts on these programs, and to provide me 
with any necessary information for decisions on these programs. 
After all, they are, in fact, one floor above me in the building, al- 
though that may change as we rearrange the Pentagon. I’ll look to 
them, in particular, to provide input on technical cost and testing 
issues. My staff support for this oversight will be Dr. Glenn 
Lamartin and Mr. John Landon, who now support me in the man- 
agement of the major programs that I currently oversee, such as 
the F-22 and the small-diameter bomb. 

There is no set timeline for this temporary designation. I am 
working closely with the acting Secretary of the Air Force, Michael 
Dominguez, and the Air Force acquisition workforce. I have advised 
him and the Service leadership that I will not be spending their re- 
sources without their direct involvement, and I plan to return over- 
sight of these 21 programs to the Air Force when the Air Force ac- 
quisition leadership is properly staffed such that it provides ade- 
quate checks and balances to guarantee the integrity of the system. 

Again, thank you, Mr. Chairman, Senator Lieherman, Senator 
Chambliss, and members of the committee, for the opportunity to 
testify before you. I’d be happy to answer your questions. 

[The prepared statement of Mr. Wynne follows:] 
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Prepared Statement by Hon. Michael W. Wynne 

Mr. Chairman, members of the committee, I am pleased to appear before you this 
afternoon to address my decision to expand my normal oversight role temporarily 
to oversee selected Air Force programs beyond the normal Category ID to the Cat- 
egory 1C. 

This temporary change is necessary given the vacancies in the Air Force and the 
timing to restore the management structure. This action is meant to assist the new 
Acting Air Force Secretary by overseeing and providing advice on important Air 
Force programs during a time of transition. 

I will now be the milestone decision authority for at least 21 Major Defense Acqui- 
sition programs that were previously overseen by the Air Force Acquisition Execu- 
tive. I have asked the Air Force to provide, by this Saturday, April 9, a list of all 
significant programs and milestone decisions expected in the next 6 months for 
these programs. 

To a large extent, I plan to rely on the existing reporting process, such as the De- 
fense Acquisition Executive Summary (DAES). In this process, I already review on 
a quarterly basis all of the nearly 90 Major Defense Acquisition Programs — both 
those for which I have always been the decision authority, as well as those for which 
the Service Acquisition Executives are normally the decision authority. 

I have always reviewed these programs in terms of performance, schedule, cost, 
funding, testing, interoperability, logistics, contracting, management, and produc- 
tion. The difference is that now I will also be the milestone decision authority for 
these programs. 

I also plan to rely on the Air Force acquisition corps to continue their high quality 
efforts on these programs and to provide me with any necessary information for de- 
cisions on these programs. After all, they are only one floor above me. I will look 
to them in particular to provide input on technical, cost, and testing issues. 

My staff support for this oversight will be Dr. Glenn Lamartin and John Landon, 
who support me in the management of the Air Force Major Programs that I cur- 
rently directly oversee, such as the F/A-22 and the Small Diameter Bomb. 

There is no set timeline for this temporary designation. I am working closely with 
Acting Secretary of the Air Force Michael L. Dominguez and the Air Force acquisi- 
tion workforce. 

I have advised him and the Service leadership that I will not be spending their 
resources without their direct involvement, and that I plan to return oversight of 
these 21 programs to the Air Force when the Air Force’s acquisition leadership is 
properly staffed such that it provides adequate checks and balances to guarantee 
the integrity of the system. 

Again, thank you, Mr. Chairman and members of the subcommittee, for the op- 
portunity to testify before you. I would be happy to answer your questions. 

Senator McCain. Thank you very much. 

Mr. Young. 

STATEMENT OF HON. JOHN J. YOUNG, JR., ASSISTANT SEC- 
RETARY OF THE NAVY FOR RESEARCH, DEVELOPMENT, AND 

ACQUISITION 

Mr. Young. Mr. Chairman, Senator Lieberman, members of the 
committee, it is a great privilege to appear before the committee 
today to discuss the status of Navy and Marine Corps aviation pro- 
grams in the fiscal year 2006 budget request. Mr. Chairman, thank 
you for introducing my colleagues. 

In multiple theaters throughout the world, your Navy and Ma- 
rine Corps team is prosecuting the global war on terror and a wide 
range of operations. From pursuit of hostile forces in Iraq and Af- 
ghanistan to providing humanitarian relief after the tsunami, your 
Navy and Marine Corps team has executed superbly. In each of 
these operations, naval aviation has provided a unique demonstra- 
tion to the world of the immense capabilities of the United States 
Navy and Marine Corps team. 

This committee and Congress have been instrumental in helping 
the Department attain these results. Building on this support, the 
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fiscal year 2006 budget request refiects the investments that will 
most improve our warfighting capability by developing and invest- 
ing in future seabased and expeditionary forces for our Navy and 
Marine Corps. 

The fiscal year 2006 request includes funds for 138 aircraft, re- 
flecting the continuous successful efforts by the Department to in- 
crease the number of aircraft we are purchasing to modernize our 
force. Within these efforts, it’s also important to improve how we 
buy aircraft and weapons. The Congress’ steady calls for jointness 
and discipline in acquisition, as well as support of new initiatives 
has enabled the Department of the Navy to make significant 
progress. 

There are a number of programs and initiatives that merit your 
consideration. In the interest of time, I will only highlight a few ac- 
tions. 

In the urgent category, the Marine Corps and the acquisition 
team acted to install advanced survivability equipment on all heli- 
copters going into Iraq with 1 Marine Expeditionary Force (MEF) 
last spring. To achieve greater efficiency, the Navy has used multi- 
year procurements to attain savings and stability in procurement 
accounts. The fiscal year 2006 request continues multi-year pro- 
curements for F/A-18E/F, the airframe and the engine; MH-60S 
helicopter; MH-60S/R Common Cockpits; and the E-2C Hawkeye. 

The Department achieved Initial Operating Capability for Tac- 
tical Tomahawk, awarding the Navy’s first weapons multi-year con- 
tract at a 12-percent savings for up to $1.6 billion and 2,200 mis- 
siles, including innovative measures that reward performance and 
incentivize cost reduction in future missiles beyond this contract. 

We successfully awarded the Multi-Mission Maritime Aircraft 
System Development and Demonstration (SDD) contract, lever- 
aging the commercial aircraft industry base. 

The F-18E/F Super Hornet continues to transition to the fleet, 
improving survivability and strike capability of the carrier airwing. 

The E/A-18G continues development as the Navy’s Advanced 
Electronic Attack Aircraft replacement for the E/A-6B . The Navy 
is using the F/A-18E/F multi-year to buy four SDD aircraft in fis- 
cal year 2006 and install and integrate the Improved Capabilities 
System-Ill (ICAP-III) on these aircraft. 

The Marine Corps has taken delivery of 17 KC-130J aircraft to 
date, with four more deliveries scheduled in 2005, and 12 aircraft 
are planned for fiscal year 2006. The KC-130J provides significant 
enhancements to the current fleet. Additionally, we have continued 
to ensure the tactical capability of our existing KC-130 F, R, and 
T series by installing night-vision kits and upgraded advanced sur- 
vivability equipment. 

The H-1 tJpgrades Development Program is over 90 percent com- 
plete, with operational evaluation (OPEVAL) beginning this sum- 
mer. We initiated a cost-reduction initiative for Joint Standoff 
Weapon (JSOW) Block II, lowering the cost of that weapon by 
$84,000 and increasing our buy requirements. 

Working jointly, the naval team recommended specific JSF de- 
sign, ground-rule, and requirements changes, which restored short 
take-off and vertical landing (STOVE) aircraft viability and also 
initiated the Independent Review Team to help us. 
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The STOVL variant has been reduced in weight by 2,500 pounds 
through design optimization. Installed thrust improvements, drag 
improvements, and ground-rule assumptions have allowed this 
plane to meet its key performance parameters (KPP). 

Another joint program, the V-22 Osprey, has flown in excess of 
4,900 hours since resuming flight tests in May. Operational Eval- 
uation began on March 28, 2005, and should lead to full rate pro- 
duction in 2006. 

Finally, the Navy led an effort that merged the Joint Tactical 
Radio System (JTRS), Clusters 3 and 4, to ensure interoperability 
between the Navy and Air Force on a aircraft-based JTRS. 

Mr. Chairman, out of respect for the committee, I will stop here, 
leaving much more to say. We are grateful for the chance to offer 
just a few examples of how the Department is working day in and 
day out supporting sailors and marines in the global war on ter- 
rorism. Congressional support of these aviation programs is vital to 
achieving these results, and I thank you for your consideration of 
our budget request. We look forward to your questions. 

[The joint prepared statement of Mr. Young, Admiral Sestak, and 
General Post follows:] 

Joint Prepared Statement by Hon. John J. Young, Jr.; VADM Joseph A. 

Sestak, Jr., USN; and Brig. Gen. Martin Post, USMC 

Mr. Chairman, distinguished members of the subcommittee, thank you for this op- 
portunity to appear before you to discuss the Department of the Navy’s Fiscal Year 
2006 Acquisition and Research, Development, Technology, and Evaluation (RDT&E) 
programs. 

In multiple theaters in the global war on terror today, your Navy and Marine 
Corps Team is involved in a range of operations, from combat ashore to Extended 
Maritime Interdiction Operations (EMiO) at sea. EMIO serves as a key maritime 
component of the global war on terror, and its purpose is to deter, delay, and dis- 
rupt the movement of terrorists and terrorist-related materials at sea. Your team 
has conducted over 2,200 boardings in this last year alone, even as it has flown 
more than 3,000 sorties while dropping more than 100,000 pounds of ordnance from 
sea-based tactical aircraft in Iraq; and providing nearly 5,000 hours of dedicated 
surveillance in and around Iraq to Coalition Forces. 

At the same time, our Nation took advantage of the immediate global access pro- 
vided by naval forces to bring time-critical assistance to tsunami victims in South 
Asia. By seabasing our relief efforts in Operation Unified Assistance, the Abraham 
Lincoln Carrier Strike Group (CSG) and the Bonhomme Richard Expeditionary 
Strike Group (ESG) — with marines from the 15th Marine Expeditionary Unit — de- 
livered more than 6,000,000 pounds of relief supplies and equipment quickly, and 
with more political acceptance than may have been possible if a larger footprint 
ashore might have been required. 

The fiscal year 2006 budget request maximizes our Nation’s return on its invest- 
ment by positioning us to meet today’s challenges — from peacekeeping/stability oper- 
ations to global war on terror operations and small-scale contingencies — and by 
transforming the force for future challenges. 

YOUR future navy AND MARINE CORPS TEAM 

We developed the Sea Power 21 vision in support of our National Military Strat- 
egy. The objective of Sea Power 21 is to ensure this Nation possesses credible com- 
bat capability on scene to promote regional stability, to deter aggression throughout 
the world, to assure access of joint forces and to fight and win should deterrence 
fail. Sea Power 21 guides the Navy’s transformation from a threat-based platform 
centric structure to a capabilities-based, fully integrated force. The pillars of Sea 
Power 21 — Sea Strike, Sea Shield, and Sea Base — are integrated by FORCEnet, the 
means by which the power of sensors, networks, weapons, warriors, and platforms 
are harnessed in a networked combat force. This networked force will provide the 
strategic agility and persistence necessary to prevail in the continuing global war 
on terror, as well as the speed and overwhelming power to seize the initiative and 
swiftly defeat any regional peer competitor in Major Combat Operations (MCO). 
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The Navy and Marine Corps Team of the future must be capabilities-based and 
threat-oriented. Through agility and persistence, our Navy and Marine Corps Team 
needs to be poised for the “close-in knife fight” that is the global war on terror, able 
to act immediately to a fleeting target. The challenge is to simultaneously “set the 
conditions” for a MCO while continuing to fight the global war on terror, with the 
understanding that the capabilities required for the global war on terror cannot nec- 
essarily be assumed to be a lesser-included case of an MCO. Our force must be the 
right mix of capabilities that balances persistence and agility with power and speed 
in order to fight the global war on terror while prepared to win a MCO. To do so, 
it must be properly postured in terms of greater operational availability from plat- 
forms that are much more capable as a distributed, networked force. While the fab- 
ric of our fighting force will still be the power and speed needed to seize the initia- 
tive and swiftly defeat any regional threat, FORCEnet’s pervasive awareness 
(C'^ISR) will be more important than mass. Because of its access from the sea, the 
Navy and Marine Corps are focusing significant effort and analysis in support of 
joint combat power projection by leveraging the maneuver space of the oceans 
through Seabasing. Seabasing is a national capability that will project and sustain 
naval power and joint forces, assuring joint access by leveraging the operational ma- 
neuver of sovereign, distributed, and fully networked forces operating globally from 
the sea, while accelerating expeditionary deployment and employment timelines. 
The Sea-based Navy will be distributed, netted, immediately employable and rapidly 
deployable, greatly increasing its operational availability through innovative con- 
cepts such as, for example. Sea Swap and the Fleet Response Plan. At the same 
time, innovative transformational platforms under development such as Maritime 
Prepositioning Forces (MPF(F)), Amphibious Assault Ship (LHA(R)), and high-speed 
connectors, will be instrumental to the Sea Base. 

To this end, the technological innovations and human-systems integration ad- 
vances in future warships are critical. Our future warships will sustain operations 
in forward areas longer, be able to respond more quickly to emerging contingencies, 
and generate more sorties and simultaneous attacks against greater numbers of 
multiple aimpoints and targets with greater effect than our current fleet. The future 
is about the capabilities posture of the fleet. Our analysis is unveiling the type and 
mix of capabilities of the future fleet and has moved us away from point solutions 
towards a range of 260-325 ships that meet all warfighting requirements and 
hedges against the uncertainty of alternate futures. 

DEVELOPING TRANSFORMATIONAL JOINT SEABASING CAPABILITIES 

The Naval Power 21 vision defines the capabilities that the 21st century Navy 
and Marine Corps Team will deliver. Our overarching transformational operating 
concept is Sea Basing; a national capability, for projecting and sustaining naval 
power and joint forces that assures joint access by leveraging the operational ma- 
neuver of sovereign, distributed, and networked forces operating globally from the 
sea. Seabasing unifies our capabilities for projecting offensive power, defensive 
power, command and control, mobility and sustainment around the world. It will 
enable commanders to generate high tempo operational maneuver by making use 
of the sea as a means of gaining and maintaining advantage. 

Sea Shield is the projection of layered defensive power. It seeks maritime superi- 
ority to assure access, and to project defense overland. 

Sea Strike is the projection of precise and persistent offensive power. It leverages 
persistence, precision, stealth, and new force packaging concepts to increase oper- 
ational tempo and reach. It includes strikes by air, missiles, and maneuver by Ma- 
rine Air Ground Task Forces (MAGTF) supported by sea based air and long-range 
gunfires. 

Sea Base is the projection of operational independence. It provides the Joint Force 
Commander the ability to exploit Expeditionary Maneuver Warfare (EMW), and the 
capability to retain command and control and logistics at mobile, secure locations 
at sea. 

FORCEnet is the operational construct and architectural framework for naval 
warfare in the joint, information age. It integrates warriors, sensors, networks, com- 
mand and control, platforms and weapons into a networked, distributed combat sys- 
tem. 

Sea Trial is the Navy’s recently created process for formulating and testing inno- 
vative operational concepts, most of which harness advanced technologies and are 
often combined with new organizational configurations, in pursuit of dramatic im- 
provements in warfighting effectiveness. Sea Trial concept development and experi- 
mentation (CD&E) is being conducted in close coordination with, the Marine Corps 
combat/force development process and reflects a sustained commitment to innova- 
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tion. These efforts tie warfare innovation to the core operational challenges facing 
the future joint force. 

As a means of accelerating our investment in Naval Power 21, we employ the 
Naval Capability Development Process (NCDP) and Expeditionary Force Develop- 
ment System (EFDS). The NCDP and EFDS take a concepts-to-capabilities ap- 
proach to direct investment to achieve future warfighting wholeness. The NCDP 
takes a sea-based, offensive approach that provides power projection and access with 
distributed and networked forces featuring unmanned and off-board nodes with pen- 
etrating surveillance via pervasive sensing and displaying that rapidly deliver preci- 
sion effects. The EFDS assesses, analyzes and integrates MAGTF warfighting con- 
cepts, and requirements in a naval and joint context to support the overarching 
operational concept of Joint Seabasing. Both processes are designed to incorporate 
innovative products of Service and Joint CD&E and Science and Technology (S&T) 
efforts. 

The fiscal year 2006 budget request reflects the investments that will most im- 
prove our warfighting capability by developing and investing in future sea based 
and expeditionary capabilities for the Navy and Marine Corps. We will briefly sum- 
marize our programs, and address transformation of our capability pillars by de- 
scribing some of the key aviation enablers. 

Aviation Programs 

The fiscal year 2006 President’s budget request balances continued recapitaliza- 
tion in obtaining new capabilities and reducing operating costs while simultaneously 
sustaining the legacy fleet aircraft that are performing magnificently in current op- 
erations. Taking advantage of multi-year procurement (MYP) to achieve significant 
savings in procurement accounts, the Navy has entered numerous MYP contracts 
that will define the future of weapons systems and further investment. The Depart- 
ment’s fiscal year 2006 budget request continues MYP arrangements for the F/A- 
18E/F (both airframe and engine), the KC-130J, the MH-60S, the MH-60S/R Com- 
mon Cockpit, and the E-2C to maximize the return on our investment. Our pro- 
posed plan will procure 44 tactical, fixed wing aircraft (38 F/A-18E/F aircraft, 4 EA- 
18G System Development and Demonstration assets, and 2 E-2C aircraft), as well 
as 26 MH-60S, 12 MH-60R, 9 MV-22, and 10 upgraded UH-IY/AH-IZ helicopters. 
This plan also continues the development of the F-35, the E-2C Advanced Hawk- 
eye, the EA-18G, the Multi-mission Maritime Aircraft (MMA), the Aerial Common 
Sensor (ACS), and the Presidential Helicopter Replacement Aircraft (VXX), and ini- 
tiates development of the Heavy Lift Replacement (HLR, CH-53X) aircraft. 

SEA SHIELD 

Multi-mission Maritime Aircraft (MMA) IP-3C 

The future for the Navy’s maritime patrol force includes plans for sustainment, 
modernization, and re-capitalization of the force. Results of the P-3 Service Life As- 
sessment Program (SLAP) have revealed the need for an aggressive approach to P- 
3 airframe sustainment. Key elements of the sustainment plan are strict manage- 
ment of requirements and flight hour use, special structural inspections to keep the 
aircraft safely flying, and increased use of simulators to satisfy training require- 
ments. The fiscal year 2006 budget request reflects $74.5 million for Special Struc- 
tural Inspections (SSI) and Special Structural Inspections-Kits (SSI-K), which will 
allow for sustainment and continued operation of approximately 166 aircraft. As the 
sustainment plan progresses, the inventory may be further reduced to around a 
number approaching 130 aircraft. The fiscal year 2006 budget request also reflects 
a modernization budget of $51.3 million for continued procurement and installation 
of the USQ-78B acoustic processor and for completion of final installations of Anti- 
Surface Warfare Improvement Program (AIP) kits. We are working on plans for fur- 
ther mission system modernization to allow us to continue meeting combatant com- 
mand (COCOM) requirements. To recapitalize these critical aircraft, the Navy is 
procuring a MMA. The MMA program entered System Development and Dem- 
onstration (SDD) phase in May 2004 and awarded a contract to the Boeing Corpora- 
tion for a 737 commercial derivative aircraft. The fiscal year 2006 budget requests 
$964.1 million for continuation of MMA SDD. Our comprehensive and balanced ap- 
proach has allowed for re-capitalization of these critical assets. 

MH-60R and MH-60S 

The fiscal year 2006 budget requests $655.5 million in procurement and $48.1 mil- 
lion in RDT&E for the replacement of the Light Airborne Multi-Purpose System 
(LAMPS) MK III SH-60B and carrier-based SH-60F helicopters with the new con- 
figuration designated as MH-60R. The procurement quantity was reduced to pro- 
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vide an orderly production ramp. A Full Rate Production decision is scheduled dur- 
ing the second quarter of fiscal year 2006. 

The fiscal year 2006 budget requests $608.7 million in procurement and $78.6 mil- 
lion in RDT&E funds for the MH-60S, which is the Navy’s primary combat support 
helicopter designed to support Carrier and Expeditionary Strike Groups. It will re- 
place four legacy platforms with a newly manufactured H-60 airframe. The MH- 
60S is currently in the full rate 5-year MYP contract with the Army. The Army and 
Navy intend to execute another platform MYP contract commencing in fiscal year 
2007. Navy’s total procurement requirement was increased from 237 to 271 to pro- 
vide a force structure that supports the Navy-approved helicopter concept of oper- 
ations. 

AIM-9X 

The fiscal year 2006 budget requests $37.8 million for 165 missiles. AIM-9X con- 
tinues deployment to operational sites after a successful Full Rate Production deci- 
sion last year. 


SEA STRIKE 


FIA-18EIF 

The F/A-18E/F continues to transition into the fleet, improving the survivability 
and strike capability of the carrier air wing. The Super Hornet provides a 40-per- 
cent increase in combat radius, 50 percent increase in endurance, and 25 percent 
increase in weapons payload over our older Hornets. Over 300 F/A-18E/Fs have 
been procured through fiscal year 2005, on track to complete procurement of the 
program of record 462 aircraft in 2011. The fiscal year 2006 budget requests $2.82 
billion for 38 F/A-18E/F aircraft for the second year of the 5-year MYP contract (fis- 
cal year 2005 to 2009). The Super Hornet has used a spiral development approach 
to incorporate new technologies, such as the Joint Helmet Mounted Cueing System, 
Advanced Targeting FLIR, Shared Reconnaissance Pod System and Multifirnctional 
Information Distribution System data link. The first Low Rate Initial Production 
Advanced Electronically Scanned Antenna Radar system has been delivered to Boe- 
ing for installation into an F/A-18 and will undergo operational testing in 2006. 

F-35 Joint Strike Fighter (JSF) 

Our recapitalization plan includes the JSF, a stealthy, multi-role fighter aircraft 
designed jointly to be an enabler for Naval Power 21. The fiscal year 2006 budget 
request contains $2.4 billion for continuation of System Development and Dem- 
onstration on the JSF. The JSF will enhance the DON’s precision strike capability 
with unprecedented stealth, range, sensor fusion, improved radar performance, com- 
bat identification and electronic attack capabilities compared to legacy platforms. 
The carrier variant (CV) JSF complements the F/A-18E/F and EA-18G in providing 
long-range strike capability and much improved persistence over the battlefield. The 
short takeoff and vertical landing (STOVL) JSF combines the multi-role versatility 
of the F/A-18 and the basing flexibility of the AV-8B. The commonality designed 
into the JSF program will reduce acquisition and operating costs of Navy and Ma- 
rine Corps tactical aircraft and allow enhanced interoperability with our allies and 
sister Services. 

The JSF has completed the third year of its development program, and the pro- 
gram continues working to translate concept designs to three producible variants. 
Manufacture/assembly of the first flight test aircraft conventional takeoff and land- 
ing (CTOL) is underway and roughly 40 percent complete, with assembly times 
much less than planned. Two thousand engine test hours have been completed 
through mid-January 2005. Detailed design work continues for the CTOL and 
STOVL variants. First flight is scheduled for 2006. The JSF program has aggres- 
sively addressed the performance issues associated with weight and airframe de- 
sign. The STOVL variant weight has been reduced by 2,600 lbs. through design opti- 
mization. Installed thrust improvements and aerodynamic drag reduction as well as 
requirements tailoring are being incorporated to further improve aerodynamic per- 
formance. All three variants are projected to meet Key Performance Parameter 
(KPP) requirements. 

The JSF program is completing a replan effort that began approximately a year 
ago. The software block plan and test plan are being reviewed consistent with the 
revised schedule and Service needs. The fiscal year 2006 budget reflects the revised 
System Development and Demonstration and production schedule. 

V-22 

The MV-22 remains the Marine Corps’ number one aviation acquisition priority. 
The Osprey’s increased range, speed, payload, and survivability will generate trans- 
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formational tactical and operational capabilities. Ospreys will replace the aging Ma- 
rine fleets of CH-46E and CH-53D helicopters beginning in fiscal year 2005, which 
will provide both strategic and tactical flexibility to meet emerging threats in the 
global war on terror. Utilization far above peacetime rates, and the physical de- 
mands of continuous operations in the harsh conditions of Iraq and Afghanistan, are 
accelerating the deterioration and increasing operating costs of the legacy aircraft 
that the MV-22 will replace. These factors make a timely fielding of the MV-22 crit- 
ical. 

The hscal year 2006 budget request includes $1.3 billion for nine MV-22s, trainer 
modihcations and retrohts and $206.4 million for continued development, testing, 
and evaluation. The V-22 Osprey resumed flight-testing in May 2002, and it has 
flown in excess of 4,900 hours. The Commander Operational Test and Evaluation 
Eorce (COTE) Letter of Observation was completed in February 2005 to support Sec- 
tion 123 Certification to Congress to allow the program to increase production above 
minimum sustaining rate of 11 aircraft. Operational Evaluation began on March 28, 
2005, and should lead to Full Rate Production in early hscal year 2006. 

Heavy Lift Replacement Program (HLR, CH-53X) 

The hscal year 2006 budget requests $272 million RDT&E to begin the SDD 
phase of the HLR program that will replace the aging heet of CH-53E platforms. 
The Marine Corps’ CH-53E continues to demonstrate its value as an expeditionary 
heavy-lift platform, with signihcant assault support contributions in Afghanistan, 
the Horn of Africa, and Iraq. Vertical heavy lift will be critical to successful oper- 
ations in anti-access, area-denial environments globally, enabling force application 
and focused logistics envisioned within the joint operating concepts. The CH-53E 
requires signihcant design enhancements to meet future interoperability require- 
ments, improve survivability, expand range and payload performance, improve cargo 
handling and turn-around capabilities, and reduce operations and support costs. An 
Analysis of Alternatives determined that a “new build” helicopter would be the most 
cost-effective solution. The Operational Requirements Document dehning HLR capa- 
bilities was approved in December 2004. The HLR will replace our aging heet of 
CH-53E Super Stallion helicopters to hll the vertical heavy lift requirement not 
resident in any other platform that is necessary for force application and focused 
logistics envisioned in Sea Basing and joint operating concepts. With the ability to 
transport 27,000 pounds to distances of 110 nautical miles under most environ- 
mental conditions, commanders will have the option to insert a force equipped with 
armored combat vehicles or two armored High Mobility Multi-Wheeled Vehicles 
(HMMWVs) per sortie. To sustain the force, the HLR will be able to transport three 
independent loads tailored to individual receiving unit requirements and provide the 
critical logistics air connector to facilitate sea-based operations. This reliable, cost- 
effective heavy lift capability will address critical challenges in maintainability, reli- 
ability, and affordability found in present-day operations supporting the global war 
on terror. 

FIA-18AIB/C/D 

The hscal year 2006 budget request contains $422.4 million for the continuation 
of the systems upgrade programs for F/A-18 platform. As the F/A-18 program tran- 
sitions to the F/A-18E/F, the existing inventory of over 900 F/A-18A/B/C/Ds will 
continue to comprise half of the Carrier Strike Group until 2012. Included in this 
request is the continued procurement of recently helded systems such as Joint Hel- 
met Mounted Cueing System, Advanced Targeting FLIR, Multi-Function Informa- 
tion Distribution System, and Digital Communications System. The Marine Corps 
continues to upgrade 76 Lot 7-11 F/A-18 A and C to Lot 17 F/A-18C aircraft capa- 
bility with digital communications and tactical data link. The Marine Corps antici- 
pates programmed upgrades to enhance the current capabilities of the F/A-18C/D 
with digital communications, tactical data link and tactical reconnaissance systems. 
This upgrade ensures that our F/A-18s remain viable and relevant in support of 
TACAIR Tactical Air Integration and Expeditionary Maneuver Warfare. The Marine 
Corps expects the F/A-I 8 A- 1 - to remain in the active inventory until 2015. The Ma- 
rines are also emplo 3 dng the Litening targeting pod on the F/A-18 A-i- and D aircraft 
in OIF. When combined with data link hardware, the Litening pod provides real 
time video to ground forces engaged with the enemy. The capabilities of the Litening 
pod with data link are highly effective for Marine Corps expeditionary F/A-18 oper- 
ations. The fiscal year 2006 budget request also includes procurement of Center 
Barrel Replacements to extend service life of F/A-18 A/C/Ds 7 years to meet fleet 
inventory requirements until 2022 . 
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Integrated Defensive Electronic Countermeasures (IDECM) 

The fiscal year 2006 budget reflects $7.6 million in RDT&E to continue the devel- 
opment of the IDECM Block III (ALQ-214 w/the ALE-55 (fiber optic towed decoy)) 
that will undergo Operational Test and Evaluation (OPEVAL) in fiscal year 2006. 
Additionally, $86.5 million in Aircraft Procurement funding is included for the pro- 
curement of 55 ALQ-214 systems. 

EA-18G 

The E/A-18G continues development as the Navy’s replacement for the EA-6B 
Airborne Electronic Attack (AEA) aircraft. The Navy is using the E/A-18E/F multi- 
year contract to buy four Systems Design and Development aircraft in fiscal year 
2006 to install and integrate Northrop Grumman’s in-production Improved Capabili- 
ties (ICAP)-III Airborne Electronic Attack (AEA) system. These aircraft will support 
EA-18G operational testing and allow the department to deliver the next generation 
AEA capability at reduced cost and in the shortest possible timeframe. The Marine 
Corps initiated studies to examine options for replacing their electronic attack air- 
craft. 

The fiscal year 2006 budget request reflects $409 million for Systems Design and 
Development. The Systems Design and Development continues on schedule with 
construction underway of the two development aircraft. First flight is scheduled for 
the fourth quarter of fiscal year 2006. A total quantity of 30 systems will be pro- 
cured in low rate initial production (LRIP) with a planned fiscal year 2009 initial 
operational capability (IOC) and fiscal year 2012 final operational capability (FOC). 
The EA-18G will replace carrier-based Navy EA-6B aircraft by 2012. 

AH-IZIUH-IY 

The H-1 Upgrades Program will remanufacture 180 AH-IW and 100 UH-IN hel- 
icopters into state-of-the-art AH-IZ and UH-IY models. The fiscal year 2006 budget 
requests $307.5 million APN funds to procure 10 UH-IY/AH-IZ aircraft and $42.0 
million RDT&E funds to complete the H-1 Upgrades Engineering and Manufac- 
turing Development phase. The development program is over 90 percent complete 
with five aircraft being readied for OPEVAL, which will begin this summer. Work 
on the first LRIP lot, awarded to Bell Helicopter in December 2003, is progressing 
well and the second LRIP lot will be awarded by the end of March 2005. The pro- 
gram is seeking opportunities to reduce unit cost and minimize the negative impact 
the remanufacture strategy could have on ongoing military operations. Regarding 
the latter point, we anticipate that some number of airframes will be newly fab- 
ricated instead of remanufactured in order to reduce the amount of time aircraft 
would otherwise be out of service. The optimum mix of remanufactured and newly 
fabricated aircraft is being evaluated with the results to be reflected in future budg- 
et requests. 

The H-1 Upgrade Program is a key modernization effort designed to resolve exist- 
ing safety deficiencies, enhance operational effectiveness of both the AH-IW and the 
UH-IN, and extend the service life of both aircraft. The program will provide 100 
UH-lYs and 180 AH-lZs with 10,000 hour airframes. Additionally, the com- 
monality gained between the AH-IZ and UH-IY (84 percent) will significantly re- 
duce life-cycle costs and logistical footprint, while increasing the maintainability and 
deployability of both aircraft. 

AV-8B 

The fiscal year 2006 budget requests $15.5 million RDT&E funds to support de- 
velopment of the Engine Life Management Plan (ELMP)/Accelerated Simulated Mis- 
sion Endurance Testing, Tactical Moving Map Display, and Aircraft Handling initia- 
tives. The fiscal year 2006 budget also requests $36.6 million procurement funding 
for Production Line Transition efforts, procurement of Open Systems Core Avionics 
Requirement, ELMP upgrades, and the Readiness Management Plan which address- 
es aircraft obsolescence and deficiency issues associated with sustaining the AV-8B 
until JSF transition. 

EA-6B 

The fiscal year 2006 budget request of $120.6 million reflects the total budget for 
wing center section modifications and procurement of three Improved Capability 
(ICAP) HI systems. The aging EA-6B has been in ever-increasing demand as DOD’s 
only tactical radar jamming aircraft that also engages in communications jamming 
and information operations. EA-6B operational tempo has continued at extremely 
high levels during the past year. Safety considerations, due to wing center section 
and outer wing panel fatigue, have reduced aircraft available to the fleet from 95 
to 85. Aircraft inventory is projected to return to above 95 by the end of fiscal year 
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2005. Program priorities are current readiness and successful fleet introduction of 
the ICAP III selective reactive jamming system. 

Precision-Guided Munitions (PGM) 

The U.S Navy weapons programs of the 21st century are evolving to address the 
challenges of a dynamic and unpredictable enemy. New weapon systems are 
planned or have been developed and delivered to the combatant commanders to pro- 
vide new options to engage enemy forces in support of the global war on terror. The 
Navy’s fiscal year 2006 budget supports PGM programs that continue to allow domi- 
nation of the maritime environment, support in-land operational forces, and en- 
hance the overall department strategy to deter and dissuade potential adversaries 
while supporting our allies and friends. 

Joint Direct Attack Munitions (JDAM) 

JDAM has been the Department’s weapon of choice for OEF/OIF. In October 2004, 
the U.S. Navy provided an Farly Operational Capability(FOC) and accelerated de- 
liveries for a 500 lb. JDAM variant (GBU-38) for Navy F/A-18 A-h/C/D platforms. 
After approving production of this variant, we immediately deployed it in order to 
meet an urgent warfighter need to employ precision munitions with limited collat- 
eral effects in the congested urban environments of Iraq. The fiscal year 2006 budg- 
et request of $82.6 million procures 3,400 DON JDAM tail kits for all variants, thus 
supporting all current and projected warfighter requirements. The fiscal year 2006 
budget reduces procurements to 1,500 kits per year starting in fiscal year 2008; 
however, the Department will closely monitor all JDAM variant requirements and 
combat expenditures in order to make any necessary adjustments. 

Joint Standoff Weapon (JSOW) 

A new variant of the JSOW called JSOW-C was approved for Full Rate Produc- 
tion in December 2004. Similar to the new 500 lb. JDAM program, this capability 
is in demand by the warfighter to provide new options for precision attack against 
point targets vulnerable to blast fragmentation effects and hardened targets. The 
new JSOW-C variant employs an augmenting charge with a follow-through pene- 
trator bomb for hard targets that can also be set to explode both payloads simulta- 
neously. This lethal package is coupled with an Imaging Infrared Seeker and GPS/ 
INS to provide the standoff precision attack capability in demand by the warfighter. 
The fiscal year 2006 budget fully funds JSOW-C production and support. It also 
shifts funding from production of a submunition variant of JSOW to all JSOW-Cs 
until there is resolution of unexploded battlefield ordnance issues that are of con- 
cern to the Department and our allies. The Navy/contractor JSOW Team is dedi- 
cated to reducing acquisition costs. Specifically, we are expecting to achieve a unit 
cost reduction of more than 25 percent by 2006 due to the implementation of lean 
initiatives, innovative processes, and engineering changes. 

Advanced Anti-Radiation Guided Missile (AARGM) 

The fiscal year 2006 budget request continues the development of a next genera- 
tion defense suppression weapon system, the AARGM. AARGM ensures continued 
air dominance and multi-mission flexibility to the F/A-18 and FA-18 aircraft across 
suppression and defeat of enemy air defenses, strike, and electronic warfare mis- 
sions. The Department recently entered into international partnership negotiations 
with our North Atlantic Treaty Organization (NATO) partner Italy, and we plan an 
Initial Operating Capability for F/A-18 C/D during fiscal year 2009. 

The Navy is dedicated to developing new means by which the Joint warfighter can 
defeat time critical strike targets in anti-access scenarios, address counter-weapons 
of mass destruction (WMD) missions, and improve our ability to fight the global war 
on terror. Towards that end, we are working with the other Services, the Joint 
Chiefs of Staff, and the combatant commanders to begin studies that may afford op- 
portunities for the possible development of the next generation of affordable weap- 
ons. We envision that these weapons may allow us to employ long-range standoff 
weapons in direct attack roles via advanced high-speed propulsion and deployment 
of a variety of lethal packages. 

Tactical Tomahawk (TACTOM) 

The fiscal year 2006 budget supports the Navy’s commitment to replenish our pre- 
cision-guided munitions inventories utilizing the Navy’s first MYP contract for a 
weapon. TACTOM entered Full Rate Production in August 2004. We completed our 
second and final remanufacture program, converting all available older Tomahawk 
airframes to the latest Block III configuration. The Firm Fixed Price 5-year contract 
(fiscal years 2004-2008) for TACTOM will save the taxpayer -12 percent over an- 
nual procurements. TACTOM’s advanced design and manufacturing processes have 
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cut procurement cost to $729,000 or half the cost of a Block III missile and mainte- 
nance costs by half of the cost of its predecessor. TACTOM provides a more capable 
missile with a 15-year product warranty and a 15-year recertification interval. This 
approach mitigates price growth of follow-on procurements by providing incentive 
for the contractor to manage for obsolescence, which will control future price growth 
on follow procurements. 


SEA BASE 


KC-130 

The fiscal year 2006 budget requests $1,093 million for 12 KC-130J Hercules air- 
craft. These aircraft will be procured under an existing Air Force multi-year con- 
tract. The Marine Corps has taken delivery of 16 KC-130J aircraft to date, with 
5 more deliveries scheduled for fiscal year 2005. Twelve aircraft are planned for pro- 
curement in fiscal year 2006 to bring the total number of KC-130J aircraft to 33. 
The KC-130 fleet once again proved itself as a workhorse during operations in Iraq. 
The KC-130J provides major enhancements to the current fleet of KC-130s, extend- 
ing its range, payload, and refueling capabilities. The first KC-130J squadron (12 
aircraft) has achieved IOC and will immediately be deployed in support of the global 
war on terror. Bold steps in simulator training and joint flight instruction place the 
KC-130J program on the leading edge of the transformation continuum. Addition- 
ally, we have continued to ensure the tactical capability of our existing KC-130 F, 
R, and T series aircraft by installing night vision kits and upgraded aircraft surviv- 
ability equipment. 

C-^0 

The fiscal year 2006 budget requests $10.3 million to support delivery of C-40 
(Boeing 737-7000 aircraft previously funded. The C^O replaces the aging C-9 air- 
craft providing intra-theater logistics support. To date, the Navy has taken delivery 
of eight C-40s with one more on contract. An additional six are planned for procure- 
ment in the FYDP. 

COMMAND, CONTROL AND NET-CENTRIC CAPABILITIES 

Joint Tactical Radio System (JTRS) 

We are working with the Air Force to successfully converge development of Navy 
and Air Force versions of JTRS (JTRS-AMF) to provide a common acquisition ap- 
proach. Closely coupled with the JTRS Program and building on the initial Multi- 
functional Information Distribution System (MIDS), we have developed a promising 
joint effort with the Air Force that will significantly improve interoperability to the 
cockpit and maintain alignment with our tactical radio transition to the JTRS envi- 
ronment. This effort also has four international partners who are paying partici- 
pants in the program. 

E-2C and Advanced Hawkeye (AHE) 

The E-2C AHE is a critical enabler of transformational intelligence, surveillance, 
and reconnaissance, providing a robust overland capability against current and fu- 
ture cruise missile-type targets. The AHE program will modernize the E-2 platform 
by replacing the current radar and other system components to maintain open ocean 
capability while adding transformational surveillance as well as theater air and mis- 
sile defense capabilities. The fiscal year 2006 budget requests $249 million to pro- 
cure two TE-2Cs in the third year of a 4-year MYP. This effort will keep the produc- 
tion line viable while the AHE, formerly known as the Radar Modernization Pro- 
gram, continues spiral development toward an Initial Operational Capability in fis- 
cal year 2011. The AHE program continues to execute the SDD program of record. 
Further, OA standards are being integrated into E-2C aircraft and AHE program 
to enhance interoperability with DOD systems. 

Aerial Common Sensor (ACS) I EP-3 

The fiscal year 2006 budget requests $133.6 million of RDT&E for joint ACS air- 
craft development. ACS is an Army Lead program that entered the SDD phase in 
July 2004. The Army awarded a contract to Lockheed-Martin for a commercial-de- 
rivative Embraer ERJ-145 aircraft. ACS replaces the Army’s Guardrail and Air- 
borne Reconnaissance Low systems as well as the Navy’s EP-3E aircraft. It will pro- 
vide a transformational multi-intelligence platform capable of providing strike sup- 
port to the warfighter. The Navy became a fully integrated partner in February 
2005. The fiscal year 2006 budget requests $55.1 million to modernize and sustain 
the EP-3E fleet until ACS IOC of 2012. 
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Unmanned Aerial Vehicles (UAV) 

The global war on terror continues to place emphasis on the importance of UAVs. 
The fiscal year 2006 budget request reflects our commitment to a focused array of 
UAVs that will support and enhance both surveillance and strike missions with per- 
sistent, distributed, netted sensors. 

Fire Scout UAV 

The fiscal year 2006 budget requests $77.6 million to continue development of the 
Fire Scout UAV. The Fire Scout is a Vertical Takeoff and Landing Tactical UAV 
(VTUAV) designed to operate from all air-capable ships, carry modular mission pay- 
loads, and operate using the Tactical Control System and Tactical Common Data 
Link. The Fire Scout UAV will provide day/night real time ISR and Targeting as 
well as communication-relay and battlefield management capabilities to support 
core Littoral Combat Ship (LCS) mission areas of ASW, MIW, and ASUW for the 
naval forces. Upgrades will include a four-bladed rotor and increased payload capac- 
ity. Upgraded Fire Scout capability will be fielded with LCS Fit 0. 

The Army has selected the Fire Scout for their Army Future Combat System 
Class rV UAV. Numerous similarities in hardware components, testing, logistics, 
training, software and support requirements, offer potential for overall program cost 
reduction which would clearly benefit both the Army and Navy. We expect to sign 
a memorandum of agreement (MOA) with the Army for the acquisition of the Fire 
Scout airframe, and selected subsystems on a single Navy contract. The airframes 
will be subsequently modified to Service specific requirements under separate exist- 
ing Navy and Army contracts. The goal is to maximize common support opportuni- 
ties, eliminate redundant costs, meiximize common avionics and sensor configuration 
to promote interoperability, and eliminate redundant tests. 

Vertical Unmanned Air Vehicle (VUAV) 

UAVs have played a critical role in recent operations and are also a key element 
of our transformation. The Marine Corps is pursuing the replacement of its almost 
20-year-old Pioneer UAV system that has flown over 6,950 hours in support of OIF 
highlighting the criticality of these systems for our Marine forces. Requirements for 
VUAV are being developed in consonance with Ship to Objective Maneuver concepts 
from Expeditionary Maneuver Warfare, the naval concepts of Sea Basing and 
Seapower 21, and with lessons learned from recent operational experience. The fis- 
cal year 2006 budget requests $9.2 million to evaluate the Eagle Eye UAV, currently 
being developed by the United States Coast Guard in connection with its Deepwater 
Program. The Department will also continue to evaluate the capabilities of Fire 
Scout for this mission, seeking commonality within the Department. 

Joint Unmanned Combat Air System (JUCAS) 

The fiscal year 2006 budget realigns funding to the Air Force to establish a Joint 
Program Office with Navy representation to advance the JUCAS Program. The De- 
partment is committed to a JUCAS initiative, developed in partnership with the Air 
Force and Defense Advanced Research Projects Agency (DARPA). The Navy and the 
Air Force have defined a common set of science and technology requirements that 
recognize the unique needs of each Service that will form the basis for developing 
air vehicles that will contribute to a joint warfighting concept of operation. 

OTHER SIGNIFICANT CAPABILITIES 

Presidential Helicopter Replacement Aircraft (VXX) 

The fiscal year 2006 budget requests $936 million RDT&E for SDD efforts for the 
VXX program. The goal of this accelerated program is to introduce a new Presi- 
dential helicopter by October 2009. The VXX program will utilize an evolutionary 
acquisition approach through a two-part incremental development to deliver a safe, 
survivable and capable vertical lift aircraft while providing uninterrupted commu- 
nications with all required agencies. The Department completed a Milestone B/C 
Defense Acquisition Board on January 13, 2005, and on January 28, 2005, a con- 
tract was awarded to LMSI to proceed into SDD and Pilot Production of the first 
increment aircraft. 

T-45 

The fiscal year 2006 budget requests $239 million for six T-45 aircraft. The re- 
quest also includes funding to start Required Avionics Modernization Program 
(RAMP) installations. 
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SEA TRIAL AND SEA ENTERPRISE IN ACTION: OPERATION RESPOND 

In support of the I Marine Expeditionary Force’s (I MEF) return to Iraq scheduled 
to begin March 2004, and in support of deployed Marines in Afghanistan, the Sec- 
retary of the Navy established a formalized process and action team, Operation Re- 
spond, to rapidly respond to technological and materiel requirements generated from 
deployed marines. A senior Navy and Marine Corps Team co-chaired by the Assist- 
ant Secretary of the Navy (Research, Development, and Acquisition) and the Deputy 
Commandant for Combat Development will review and coordinate technical and ma- 
teriel requirements for deployed units and utilize the technical and engineering ex- 
pertise throughout the DON and industry to expedite the best solutions available 
to counter rapidly evolving threats. This process served I MEF well in the initial 
year of deployment to OIF and OEF. The DON is establishing a Naval Innovation 
Lab environment to develop innovative ways to meet emerging technology problems 
within the global war on terror. This effort under the Assistant Secretary of the 
Navy (Research, Development, and Acquisition) (ASN (RDA)) will leverage and ex- 
pand the current roles and capabilities of our established requirements generation 
and materiel development and acquisition commands in order to better respond to 
innovative enemy threats. 

Counter-Improvised Explosive Devise (lED) Technology, Equipment and Operations 

The Department has reprogrammed over $28.0 million in fiscal years 2004 and 
2005 for the testing, assessment and fielding of technology and equipment to 
counter and exploit the lED threat. Specific focus areas include joint, manportable 
explosive ordnance disposal (EOD) and intelligence, surveillance, and reconnais- 
sance robots, lED electronic countermeasures, backscatter X-Ray systems, special- 
ized search dogs and establishing and maintaining an lED countermeasures group 
at our Naval EOD Technical Division, Indian Head, Maryland. This group is respon- 
sible for support to the joint, forward-deployed and continental United States 
(CONUS)-based lED exploitation cells, analysis of tactical and technical lED 
threats, development and dissemination of EOD threat advisories and EOD tactics, 
techniques and procedures, and provision of technical and training support to EOD 
operational teams. The Marine’s lED Working Group coordinates closely with Naval 
EOD Technical Division, the Army’s lED Task Force, and the Joint lED Defeat Inte- 
grated Process Team. 

Intelligence, Surveillance, and Reconnaissance (ISR) 

The Marine Corps is engaged in initiatives to provide enhanced ISR capabilities 
in theater. The Dragon Eye UAV is in full-scale fielding and the Marine Corps is 
working to conduct an Extended User Assessment of the Silver Fox UAV system. 
The Marine Corps is in the process of creating requirements for a Tier II UAV sys- 
tem to provide an organic UAV to the Infantry Regiment. The I MEF Scan Eagle 
services lease had codified a capability gap at this echelon and the Marine Corps 
Warfighting Lab is coordinating with Marine Corps Combat Development Command 
to find a long-term solution. The Marines have also employed aerostat balloon plat- 
forms to provide persistent ISR capability. 

Aircraft Survivability Equipment (ASE) 

As a result of Army aviation lessons learned. Navy and Marine Corps aviation 
Staffs undertook a coordinated rapid fielding initiative of more than $152 million 
to upgrade ASE for Marine aviation units, preparing to deploy to Iraq in 2004. 
These efforts focused on ASE to counter infrared man-portable missiles and small 
arms being employed by insurgents in more advanced anti-aircraft tactics. As a re- 
sult of the focused efforts by our Navy and Marine Corps aviation maintenance 
teams and hard-working contractors, every Marine Helicopter engaged in OIF II is 
today supporting combat operations with upgraded ASE. All deploying aircraft re- 
ceive the “V2” upgrade to the AAR-47 Missile and Laser Warning Set and the new 
ALE-47 Countermeasure Dispensing systems; AH-IW aircraft received IR sup- 
pressor exhaust modifications to reduce their signatures; AH-IW, UH-IN, and KC- 
130 aircraft have been equipped with the more advanced APR-39AV2 radar detec- 
tion system; CH-53E aircraft received interior ballistic armor and new ramp-mount- 
ed GAU-21 .50 caliber machine guns; existing IR jamming systems on the CH-46E 
and KC-130 aircraft were upgraded. CH-46 aircraft received the M-240 7.62 caliber 
machine guns, lightweight armor, and lightweight armored cockpit seats. Marine 
Aviation still requires $23 million to complete ASE modernization on its assault 
support aircraft utilized to fight the global war on terrorism. 
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SUMMARY 

Our mission remains taking the fight to our enemies. The increasing dependence 
of our world on the seas, coupled with growing uncertainty of other nations’ ability 
or desire to ensure access in a future conflict, will continue to drive the need for 
naval forces and the capability to project decisive joint power by access through the 
seas. The increased emphasis on the littorals and the global nature of the terrorist 
threat will demand the ability to strike where and when required, with the mari- 
time domain serving as the key enabler for U.S. military force. 

Accordingly, we will execute the global war on terror while transforming for the 
future fight. We will continue to refine our operational concepts and appropriate 
technology investments to deliver the kind of dominant military power from the sea 
envisioned in Sea Power 21. We will continue to pursue the operational concepts for 
seabasing persistent combat power, even as we invest in technology and systems to 
enable naval vessels to deliver decisive, effects-based combat power in every tactical 
and operational dimension. We look forward to the future from a strong partnership 
with Congress that has brought the Navy and Marine Corps Team many successes 
today. We thank you for your consideration. 

Senator McCain. Thank you very much, 

Admiral Sestak. Thank you. 

STATEMENT OF VADM JOSEPH A. SESTAK, JR., USN, DEPUTY 

CHIEF OF NAVAL OPERATIONS FOR WARFARE, REQUIRE- 
MENTS, AND PROGRAMS 

Admiral Sestak. Mr. Chairman, I have no statement, except to 
say I’m standing by for your questions. 

Senator McCain. Thank you. 

General Gorenc. 

STATEMENT OF MAJ. GEN. STANLEY GORENC, USAF, DIREC- 
TOR, OPERATIONAL CAPABILITIES AND REQUIREMENTS 

General Gorenc. I, also, have no statement. It’s an honor for me 
to be here and provide any information that you need, as far as 
oversight. 

Senator McCain. General Post. 

STATEMENT OF BRIG. GEN. MARTIN POST, USMC, ASSISTANT 
DEPUTY COMMANDANT FOR AVIATION 

General Post. Sir, I have no statement, and look forward to your 
questions. 

Senator McCain. Well, thank you very much. 

Secretary Wynne, I’ve been briefed that there are alternative air- 
craft for intra-theater aircraft missions. Has an analysis of alter- 
native been completed for intra-theater aircraft missions? 

Mr. Wynne. Well, sir, I believe in the mobility capability study 
that’s underway, I don’t know that there’s going to be a comprehen- 
sive analysis of alternatives for completing that. I think the mobil- 
ity capability study more addresses what’s available right now. A 
true analysis of alternatives would have considered things that 
might not be available right now. If your question specifically ad- 
dresses the C-130J, sir, that was a decision made in 1996, to pro- 
ceed, and I’d have to go back and examine the record. 

Senator McCain. What’s the cost to terminate the C-130J pro- 
gram? Do you have an idea of that? 

Mr. Wynne. No, sir, although we’re getting pretty good at can- 
cellation, with the Crusader and the Comanche. I know that there’s 
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direct cost for the plant. I can rack up the categories for you, but 
I’d be loathe to negotiate with the contractor here in this meeting. 

Senator McCain. Would you, even if it’s in a confidential man- 
ner, communicate at least a round number? Because I think that’s 
going to have some effect on the decision on Congress’ part as to 
the future of the C-130J. 

I just want to mention, there, I have a memo here from Mr. Mike 
Reed that was sent to Lee Wayne, who, I take it, are in Lockheed 
Martin. “Wayne, as a result of discussions today with the C-130J 
directors, including the director for contracts. I’m instructing you 
to withhold all requests for data to the SPO or anyone else that 
is considered contractual until requests are levied by a contracts 
letter.” Have you asked for information from Lockheed Martin con- 
cerning the C-130J? 

[The information referred to follows:] 


From; Leake, Harvey 

Seat: Tuesday, February 08, 2005 7:29 AM 
To: Marietta Lckhd C^-ISOJEng 
Subject: FW: Data Delivery Policy Change 


FYl 


Please review the change In LM policy. 


Harvey M. Leake, DCMA 

C*i30 Engineering Team Leader 

86 S. Cobb Dr. Marietta, Ga 30063-0260 

harvey.ieake^dcma.mil 

770-494-1051 


DCMA wants your feedback. Please complete survey at 
http://csat.dcma. mil/custsat/customer_sat/main.j$p 

to help us better support your needs. 


From: Reed, Mike A [mailtoimike.a.reedSlmco.com] 

Sent: Monday, February 07, 2005 5:52 PM 
To: Lee, Wayne 

Cc: Franklin, Marilou T; Martinez, Judy; Wood, Adeline; Cox, Wender K; Leake, Harvey; Conforto, 
Robert T.; Mallard, James; Guidice, R; Smith, Michael 
Subject: Data Delivery Policy Change 


Wayne, 

As a result of discussions today with the C-130J Directors, including the Director 
for Contracts, I’m instructing you to withhoid all requests for data to the SPO or 
anyone else that is considered Non-contractual until requests are levied by a 
contracts letter. This policy will be followed until further notice and includes all 
‘Courtesy Copies’. Please remove all recently requested non-contractual data from 
the DAL and EDCS until a contracts letter specifically requesting them can be 
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approved or unless approved by myself. 

This action has been taken because the recent flurry of Informal SPO requests has 
exercised employees of LM Aero from Marietta to Ft Worth. Until further notice, 
there will be but one channel for information requests on the C-130J Program, and 
that will be by Contracts letter. 



MiSMAEI- A. I3e£0 
Srobl SvsiKMn SiNuiMbbi- 

<7?a> I 9 



S*rit: u.igcSi^AM 

:i«ca.>wtv 

Co Jra.OtMiO ua<.lAi^. Mvto.AdMn''.. yi0M.M9rrMea.MovUneaC.LN*. 

tubtact: a«fUi AttM ta 0*^9* U«MKi 

tmp«rtanc«- 


Ilan-ey 


I »m gening extremely upset the way things are being handled on the configuration 
change request process. !s DCMA supposed to provide oversight of LM-Aero at this facility 
or are we marching to LM-Aero ordm and mslrtictions. 1 agree with you that the Single 
Process Initiative [SPI] “ 2001-06 for Configuration Management is unacceptable and not in 
the best interests of the US government. This was another wonderful imiuiive of the 
Darleen Druyun era that affected, lessened and degraded our abilities to operate as an 
oversight operation. If SPI #2001-06 is not in the best inierests of DCMA than we should 
cancel the document. 


4 ’ 1 2-2005 
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DCMA/'Engineepng [Heniy R. Hagcl] m-iw of Majot.Minor change requesu at this 
%cllity has come to' a total and complete standstill. For the past three [3] weeks. LSi-Aero 
has not prodded DCNIA 'Engineering sufficient change request data.'information to resiew 
for configuration concurrencei'non-coocqmnce. iflr. Michael Reed, LM-Aero C*1 30J Chief 
Systems Engineer, stated yestpday [to me) that DCMA’Engmeenng will only be protided 
hnef one liM summanes that go directly to you [Hart ey] for review and'or disbursement. 
Mr. Reed sbted that if additional information is nerii^ by DCMA/’Engineenng that a 
^uest would be-made thru Mr. Leake to LM-Aero. LM-.Aero would review each request, 
on a “case by case basis," to see if they were obligated to provide any additional 
information. This approach is ridiculous and totally unacceptable. 

1 DCM.A. Engineering is bemg denied access to the configuration change request 
data. 

Z This looks like another attempt by LM-Aero to keep me out of the change request 
review loop. 

3 LM-Aero is treatmg me like a "non-tntsted agent” for the L'S gov’emroent. 

4 I am preparing a I.evel 2 Corrective Action Request [CAR] to issue to LM-Acro 
today. 


VR 

Henry 3 ^ HageC 

_llcnr> R. Ilagel 
, Aerospace Einginccr 
, DC.MA-RILNT 
sTTO 494-9825 
April 12,2005 
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LOCKHEED 

Memorandum 


MAR 


7^ 

7 f H ^ 


21 Octotaf 1996 

Ta Col Sima Suuii. SAF/AOO 
Gara Ehnore 


AttacfwO Is our proposed S 9 snds tar Ihs C-13(U Revtsrr here in UsiMl* rvM weeit 
VVs have iiLdudsd your ropuesled tapes, including tiose pr o gr a /m i ate issues Mvsn 
sflect them, starhng the sAemapn at liw (bst day. 

The cost irdanii M l i on which we wAI egrec ts prowde wm the Mmltso partdpeBon 
discussed Isst Fiidsry Is planned far start ol d«e Boaand day. 

Ths nmksd sasndsnas cost dscusstan wit stdude you, Ua)cr StooioTTsn, and Mr. Clsrx 
Iron) yauf tsm. As eicoussed. our intent is to pnnlde informstion r^s^ea far you to 
cornpieCB yatr sssJxTient. with the agreement thei it vw'l only ba used br ma 
assovnent. it wiS nor ae providod to DCUC or OCAA. and you wM c on tr o l the 
intTmadon and only prpulda C to eeners widi our conourrsnaa. 

As I am sure you mderstand, iwe are not trysig to hide trtyddng, meraty etismpdng to 
p.esorve the oorrmercafity of t» progiem 

Wto aeSew ihe facts wti show that the ccn s n iir ua i Item cortoact Is a very gasd deal for 
the LfSO, and ws hope that tha progran tssjes disctBalent wM resLft In a elniwin way 
foiwerd fortos USAF and Loelrhoed Marito. 

I would appreOaCa your comments on tho proposed agenda. I also rvesd Insight into 
Ma. Orj^Ato's tilans for Friday so we can I natce that portion of the agenda. 

Sene Eknom 

\Aoa Preeldant — Hemiee Pragrsms 


Attochmen! 
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DEFENSE LOGISTICS AGENCY 
DEFENSE CONTHACT MANAGEMENT COJilMAND 
IXCKHSED IvlAHTlN MARIETTA 
d6 SOUTH COBB DRIVE 
MARIETTA. QA 30083-02S-3 


!»t ^E»LY 

»eE|aTO: 


DCMDE4IHTC 


July 17. 1997 


MEMORANDL’MFORDCMDS-RHD. COLONEL BOVUN 

■naU: nCMDS-RKT. MR. LEE 

SUBJECT; C*130J Ac^udiL^kn Would Coft (Dsvciojxi&ot Prodocdozi) 


Ubi aoiaicg ! iborau^ily mdawud the dr»ft ofMt. Bily’i aenonaduai of July 16, 1997, 
sul^cct u ahovo, 1 jo in cooplotc agroetuect wita Mz. BCy octhis ramn^ wnA 1 fjUy eadons fall 
comaena «cc corxiai icm . The gnat builc of the ‘VaxildsMTiiiaTieiraflsd by Me. Taylor U 
±t pio^ of family aad awstsee. Rierly uaiuppcRafalf. Wene. I ftmk Mr. Taylor’a 
calcolanoBs .-cpment apepoaafa:; tad adf-ierving ausapt 90 denivc the AirFonc, tfas 
D^iu^er: of Defme, md tbi pcfaUe rejardiag tha oeis of tis C-130J eaqpiuiea. lamvtty 
nlactant to be lo faanh in ny cattmsmi. Wen tiiex any aal lopportable fault for ibete 
"Should Cost” aisnfaen, woe they antely tie product of optitslan and enlhuiaia]. I would be 
nore restniaci Tbote aunbea, faow'os'e;, reptusat gtatt exaggemion tad distotiiocs of 
tea. Thstcponiiataabby lit, tad wsilioBldcoiidaiitahti vehemently upottible. 

Thanlc you for your eoeitiai a cn of ay coeanena. Alllioiiih I ta etareaUy attending t 
naming clui, IttytoviuttheoSce eaehdty, at noon or t^s; clan. Ifyouwiihtodiscuastlie 
aianer with toe, pletae leave tvoice mail artatge, tad I vtfll gt; fa»f'K to you. 



Btaiaoil Astessntai Toks 


ee: DCMDH-RHTC VfcBily 
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MEMORANDUM OF AGREEMENT 
between 

DEFENSE CONTRACT MANAGEMENT COM^UAND (DCMC), 
LOCKHEED MARTIN .AERONAUTICAJL SYSTEMS, MARIETTA, GEORGIA 

and 

C-130J DEVELOPMENT SYSTEM OFFICE (DSO), WRIGHT-? ATTBRSON AFo, OHIO 


I This Memorandum Of Agreement (MOA) is made and entered into by DCMC, Lockheed 
Martin, Marietta, Georgia, and the C-130J DSO, Wright-Patterson AF3, Ohio, in support of the 
current 0-1301 contract (P00066 to contract F336S7-90-C-0071) ana subsequent contracts. 

2. By execution of this MOA we agree to work together to accoriplish the necessary tasks to 
achieve the most efficient, effective and economical use of boui DCMC and DSO restOTces. 
-Among the challenges is understanding and assessing the Contractor’s management enectiveness 
and control of the contractor-managed processes used to produce C-130J aircraft. The objective 
of these efforts is a more affordable and high quality C-130J for the Government. 


3. General Operating Principles; 

a. Use of Speaifications/Standards. The Co.ntractor is sncoinaged to use commercial 
practices to the maximum extent possible. Performance will then be measured by the Federal 
Aviation Administration (FA-A) and DCMC assessments, using the Contactor selected 
specification/standards (Commercial/other selected documents). 

b. Evaluations/Asssssments. The DCMC and the FAA wdil inimmize duplication of 
assessments and evaluations to the maximum extent possible based upon documented 
assessments/evaluations that the F.AA will cover. 

c. Certified Cost/Pricing Data in Commercial Acquisitions. In accordance with 

F.AR 15.804-1 (a) , the Government will not receive cost/pricing data for the C-130J. Instead, the 
■ Government will-rely-on-a-Gontracting-Ofliccr determinationof-a-tipriee-reasona'Dleness— concept — 

b ased on the pri ce analysis of A_s C-130H and o&er C-130 derivatives asjveU_asjis price 

analysis of the C-130J as a commercial item. DCMC (and DC-AA) will be requested to provide a 
price reasonableness evaluation for the initial contract award and major ECPs tasking the 
Contractorto deliver C-130Js in unique configurations (such as \VC-130Js for Keesier .AFB, 

MS). Specific guidance in writing will be provided by the DSO for each tasking. 

d. Manufacturing/Production/Assembly Line Quality, Recognizing this acquisition is a 
commercial buy and that the DCMC is responsible for accepting ‘.he aircraft on behalf of the 
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Go%'CTne.ii. the DCMC utII rdv on Contractor's iMBagCTer.: y rem lai FAA 
cy«:\:aacct'cga6cttion Vassur«noe for produa iniight n reseh is pgs^lt 
BWtaneatTwJl be ni>de in the coroext of i com mtfaal 9=1 *Jpae« 

insght f»r product uccpttnea 

e. Ground ind FUjht Risk*. The eoatneter wiC acquire coou=erci*l ituuruiee tnd will be 

touD>' rejponiibte for each C-JSOJ aircraft unrfl the Govwnmen: rigni Ae DD Form 250. 

f Developstcnt TeKirqi and Support Limited tort support ii reqtcreA How^tr. licce much 
of th« te»t program wCl be conducted a: the Lockheed Martin C-130J Faciiity ui Mane^ 

Georgia, and die DCMC ha* unique talent ia some wpect* of cottdusing a Ihght test, the DCMC 
may be asked to suppon die test program ht seme capacity by the Air Force Fdgh: Test Center 
(AFFTC) or the C-130 System Progrsm Direaor (WR-ALCLBl The framework of *e 
Govertunant participation in die Conaaetot managed C-1301 Flight Test Program and the required 
Government added tests axe covered by the Contract F33657-90-C-O071, POOOdd, 


g. Aircraft Acceptance Testing. Aircrift acceptance testing wil] be jointly conducted by the 

Contrasor and the Goveramem The inspection and acceptance prov.liona of Contract 
F33637-90-C-0071, POOOdd (theHif Swap Aircraft) and Contract F336S7-95-C-2055, caeKaini 
acceptance testing. 

3. Details explaining bow the DCMC will accomplish the above, tnchidhig reportmg, is defrned 
in the attached Customer Service Plan. It is underrood that die activttics outlined in this 
Customer Service Plan are dynamie, tad will be updated as requhed, but .’eviewod ht ftril at least 
annually (in conjunction with dua MO A) In addition, the C-130J Contract AdmlnistratiDa 
Delegation Letter (attachment 2) provides more insight tegardmg the admisistritian of the 
conunerdil coccracditg concept. 


KEVIN K. RANKIN', Lt Col. USAF Date 
C-13W Devdopment System Manager 
Wright-Patterson AFB, OH 


GARY D.'^BOvIaN. Col, USAF 
DCMC Lockheed Martin Maneta 
CammandR 


Date 



Deputy, Comract Management Kvition 
Aircraft Product Suppon Office 


2 Asachmests 

1. C-130J Customer Service Plan 

2. C>I3CJ Contract Administration Delegation Letter 
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IN "SPLY 
BIPbH TO: 


DEFENSE LOGISTICS AGENCY 
DEFENSE CONTRACT MANAGE'/ENT COMMAND 
LOCKHEED MARTIN MARIETTA 
86 SOOTH COaS DRIVE 
MARiETTA. QA 30063-0260 


DCMDE-RKTC jiaje 23, 1998 

MEMORAXDLM FOR DCMDE-RHOA 

ATTN; Mr. T Tre«. AGO 

SL'BJHCn Par; Petbtnuace Quecioninire - C!3<JJ Proxs*-~ 


Al'Jiou^ I wus’t invited to tbe ttim mrrtiiii that oectsred yeaterday. 1 am cerujtuy 
antiilif enough with the made to date aq tbe C-I30J to jssride anrver* and ojiiaioiu 

ca irvenil of tbe iteata ijuatioDed. I wouid remind the team 'iat the jrjijou of the ipieariomuire 
if to oVain your opinion of *e coatr»Kor'» past perfonaanee. fc that regirt I think If the jeope 
of the Kfpoiue ia too finely nairowed. the poi« of the exereiao ia loat After ail, the reason for 
itfuiag the tpicriaanaire in the first plaee ia to demrmine the rontmctor’s abniqi to perform ia 
ftjture eoaoieu. net to play a game proactbed by eliborate rjitf. Ifi for example, the narrow 
answer to the qoeinon "Ability to manage pragresa within coiitet price?" ia "Vea, So ftr 
diere'a been no trouble on the USAF C-13SJ, which ia an FF? ccntrari," 1 think it would be 
ra m i l a not to mendon that the C-t30f deveicpisteiU program in total ia grosslv cve nu ji, 
t-hoac devclojjntect eerj do afte the eeau of the Aircraft to iQ its customers'. tVlfti fiat thought 
ia mind, ray comments are: 

MA.NaGE.ME.NT: 


Compesant'ESietive Program Managemeo'. Raang: POOR 


The C-1 30J prt)grain since its very iaceptiaa has been poorly nunaged. Schedules has-e fUpped 
and one unfoeescca deveiopaem after another has arisen to drivs up costs and delay aircraft 

deiiveTT. This has oocurteaide^ie the faet that the C-130J is not an ail-new aLreraft. Itiaaa 

enhanced C-I30 that employs tbe basic airaame 'ssed in C-i 30i produced hare since 1 JdO. 
pevtlopmentai probjemshayearjeninvirtLiallyrtery area - Eight characteristioj. engine 
integrahon, avionics, and the use of new composite material. Lockheed's original eshmared 
^ of developing the C-1 30J was approxinacely S300 aiiiion. It's eanent eshmsta is over 
SlJbillfofL This a eiaerody poor perfotmatta and ttreflegs ph^ rriiiirgT i R^ .- 


T^ Govemaen: o. the CK has been so dissatisfied with dte progress of ia C-I30J program fiu 
S has severely penahzed Lockheed for late deliveries and the fitilure So mao! contractual 

pro\-.sjons. Tsese penalties have cos: UMASCovaeSl 00 msUiaa 
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DCME'E-?:-"'.: 









('(KT: 









%\tLE:ANr:. 

Di^’tsior. A^ni:r.:.;T3t:vr Cer.ra:::r.r .'-rilcr* 
Cu:^ri:5 5*:pr:r Tz^rr 



C. Do!!.r* 





Mr. Wynne. I have not personally asked them for the informa- 
tion, sir. 

Senator McCain. Has the Air Force? 

General Gorenc. No, sir. 

Senator McCain. Well, given the fact that it’s escalating in cost, 
shouldn’t we display some curiosity? 

Mr. Wynne. Yes, sir. I think the fact of the escalating costs is 
somewhat disturbing, and, of course, the issue before us now is so 
stark, being a binary decision in the President’s budget 2006, rel- 
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ative to continuation or non-continuation, but I believe that the in- 
sistence on moving forward FAR Part 15 for changes is a good sign. 

Senator McCain. I was just going to mention — Secretary Harvey 
announced yesterday that the Future Combat System (FCS) would 
now fall under FAR 15. I certainly applaud your decision to make 
any further acquisition of C-130Js under those same parameters. 
I met with the Chief Executive Officer (CEO) of Lockheed Martin, 
and I asked him about the pricing data. He said he would get back 
to me. He hasn’t bothered to further communicate. We may have 
to ask the Committee to subpoena this information, because I think 
we need to know it, as we determine what happened. I don’t like 
to use that, but if Lockheed Martin continues to stonewall us, I 
don’t see how we can carry out our responsibilities. 

General Gorenc. Yes, sir. 

Senator McCain. General Gorenc, you’ve had to ground some C- 
130s, right? 

General Gorenc. Yes, sir. 

Senator McCain. Possibly, or probably, there’s a scenario of the 
C-130J being canceled. What can we do to ensure the capability to 
provide intra-theater airlift, et cetera? 

General Gorenc. Yes, sir. I think obviously we’re going to have 
to look at it very closely. It’s a capability that we want. It’s a capa- 
bility that we need. As I heard the panel before me, just to make 
sure that everything is straight with the rest of those numbers, 
there are two C-130Js in the theater. They are fiying missions and 
have flown missions since December. 

Senator McCain. Aren’t those missions only in a permissive envi- 
ronment? 

General Gorenc. Sir, they are doing exactly the same thing that 
the other C-130s are doing within the area. So they’ve flown well 
over 413 sorties. 

Senator McCain. Do they have airdrop and troop-drop capa- 
bility? 

General Gorenc. Sir, those are the things that have not been 
asked of the other individuals yet. However, they are working to 
resolve the long and short variance to make sure that that is fully 
tested. As a matter of fact, I have indications that tests for the 
drop for the short aircraft, in fact, has been fully completed. The 
long version should also be done very quickly. The Army has come 
onboard that that is perfectly safe and acceptable. They have done 
75 of 75 heavy drops right now, and that is full and ready to go, 
and they should be released as part of the phase-two report. 

So, the point that was made earlier by Mr. Chambliss with re- 
gards to how much effort is really being done by the Air Force to 
ensure that all issues are being addressed, I think, is very valid. 
The fact of the matter is that it is being done. 

Senator McCain. Well, it’s not exactly a brand-new aircraft, and 
we’ve gone from 1995, $33 million 

General Gorenc. Yes, sir. 

Senator McCain. 1998, $50 million; 2004, $67 million. This is ba- 
sically a cargo aircraft — we’re getting into one heck of an expensive 
airplane, at $67 million a copy for an aircraft that fundamentally 
is, what. Secretary Wynne, 30, 40 years old? 
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Mr. Wynne. Yes, sir, this is a pretty good upgrade, but the fun- 
damental design. 

Senator McCain. Doesn’t that raise some red flags with you, 
when an aircraft, in 10 years, goes from $33 million to $67 million, 
and we’re not even privy to the basic information, because it’s 
being advertised as a commercial aircraft, and there is no commer- 
cial market for it. I’m told that Air Gabon flies two C-130s. No one 
really realistically expected it, when the decision was made to list 
this as a “commercial aircraft.” 

Do you know. General, of any commercial enterprise, airline, na- 
tion, or anybody who is contemplating buying the C-130J for com- 
mercial purposes? 

General Gorenc. Commercial purposes? Sir, I don’t know, per- 
sonally. But I can say right now that you do have the U.K. that 
has 25 that they’re flying. You also have Italy that has 22. 

Senator McCain. I was talking about commercial purposes. 

General Gorenc. Oh, no. Commercial, no. But, sir, may I also 
add that capability-wise — and, again. I’m not an airlifter by trade, 
but I am aware that, for example, 33 percent increase in cargo ca- 
pability, increased speed — it has allowed it, in some cases, to, in 
fact, do, in one day, what a C-130E, for example, in the theater, 
would take two. 

Senator McCain. Well, that’s marvelous. What was the cost of a 
C-130E, General? Do you remember? 

General Gorenc. I don’t. 

Senator McCain. I can tell you. It was around $5 million to $10 
million. So it does the work of five, at seven times the price. So, 
we always have to have some kind of balance here. I just think the 
costs have — I’ve seen testimony before this subcommittee that 
never contemplated that kind of price level. We don’t have unlim- 
ited dollars. We’re going to have to make tough decisions here, and 
I, frankly, have great respect for Secretary Rumsfeld and those de- 
cisionmakers in the Pentagon who had to make some very tough 
decisions here. So, we’re trying to try to help sort it out, which is 
part of our responsibility. 

Finally, Secretary Wynne, Congress approved $100 million to be 
dedicated to the KC-135 replacement fund. You provided specific 
and, in my opinion, sound and well-reasoned guidance as to how 
the tanker analysis of alternatives was to be conducted. Presum- 
ably the use of the money in the KC-135 tanker replacement fund 
will rise from recommendations set forth in the analysis of alter- 
natives (AOA). In other words, that money will not be used for an 
approach to recapitalize other refueling tankers that’s not specifi- 
cally supported by the AOA. Is that correct? 

Mr. Wynne. I understand, for that $100 million, sir, that there 
is specific focus language that surrounds it. What the Air Force has 
done in order to respond to my letter is, in fact, to reprogram a 
sum amount of money to specifically fill out the remainder of the 
AOA. If it would come out differently than, perhaps, was expected, 
I would expect that they would have to reprogram some additional 
funds in order to follow those paths. 

Senator McCain. I thank you. 

Senator Lieberman. 
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Senator Lieberman. Thanks, Mr. Chairman. Thanks to the wit- 
nesses for being here this afternoon. 

Secretary Wynne, since our Subcommittee’s hearing last year, 
the Air Force has completed initial operating tests and evaluation 
for the F/A-22 aircraft, the Raptor, which showed that the aircraft 
is operationally effective, which, I take it, means it basically works 
as advertised, and potentially operationally suitable, meaning that 
it has not yet met the goals for ease of maintenance and support. 

I wanted to ask you whether the test rating of “potentially oper- 
ational — operationally suitable” gives you concern that the Air 
Force will be able to meet its goals of achieving these significant 
operating and cost savings. 

Mr. Wynne. In fact. Senator Lieberman, I’m pleased to answer 
that question. 

Senator Lieberman. Please. 

Mr. Wynne. One of my favorite kinds of people is maintainers. 
I think that the testers really should stand in for the maintenance 
people, because they’re the only people between them and doing the 
work. 

The “potentially suitable,” effectively, was because you were 
going to have to have more people in order to achieve the oper- 
ational readiness rate that was expected. 

Senator Lieberman. Right. 

Mr. Wynne. The Air Force is fully committed to essentially fund 
through the final operational test and evaluation (FOT&E) and 
take another reading during FOT&E, of all of the major findings 
for the maintenance and suitability. So, that makes me feel like 
SRO they’ll be far closer. It may still be a potential rating, but it 
will be far closer to what they were supposed to achieve in the reli- 
ability and spares area. 

Senator Lieberman. Okay, that’s encouraging. I’d like to keep in 
touch on that. 

On another aspect of the program, Mr. Secretary, in 1997 — so 
you’re not accountable here — the Air Force testified to the sub- 
committee that annual operating and support costs of the F/A-22 
would be roughly 47 percent less than those for the F-15C aircraft 
that the F/A-22 was intended to replace. The Air Force, at that 
time, told Senator Glenn that the 22 would cost $56.3 million per 
year to operate. Do you have any idea what the current estimates 
are, what the costs will be to operate the F/A-22? 

Mr. Wynne. Sir, I think the only one I know is the effectiveness 
comparison. There was — actually, in 1992, there was an acquisition 
decision memorandum (ADM) that came out that specified that the 
F-22 should be twice as good as the F-15. We did that comparison 
test, even against the modern F-15, and it was far more than twice 
as good. 

Now, your question is against — again, that’s effectiveness — your 
question is to suitability. 

Senator Lieberman. That’s right. 

Mr. Wynne. I really have not 

Senator Lieberman. Twice as good, in some sense, is as origi- 
nally advertised at half the operating cost. 

Mr. Wynne. Yes, it was supposed to be at half the operating cost. 
We have made some improvements in maintenance, but I have not 
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calculated the specifics. There is a strange quantification that I’ve 
been familiar with, which is the number of C-17s it takes to carry 
the squadron overseas. I have to get back to you with the specifics 
on it. 

[The information referred to follows:] 

Prior to the F/A-22 Full Rate Production Milestone in March 2005, the Air Force 
Cost Analyses Agency (AFCAA) updated their comparison of F/A-22 and F-15C op- 
erating and support (O&S) costs. Based on mid-life costs for the F-15C and esti- 
mated mid-life cost for the F/A-22, the Air Force concluded that the F/A-22 and F- 
15C O&S costs per flight hour were almost equal. 

Senator Lieberman. I’d appreciate that, if you would, and that’s 
fine. 

General Post, let me see if I can get you into this one, talking 
about lift. I want to focus on the Marine Corps requirements. The 
Navy and the Marine Corps have decided the Department should 
buy new helicopters to replace the existing CH-53E fleet, rather 
than re-manufacturing the existing helicopters. Would this CH- 
53(X) program meet the Marine Corps requirements, as you under- 
stand them? 

General Post. Yes, sir, absolutely. The requirements for the 
heavy-lift requirement, HLR, as the program is known, is validated 
by both the Marine Corps and the Joint Requirements Oversight 
Council (JROC) here, in December 2004. Of course, there was an 
AOA done previous to that, that made the determination that a 
new-build was the most cost-effective way to go for that program. 

From a requirement standpoint, with the current utilization of 
our CH-53 Echo (CH-53E), the high maintainability cost, as far as 
joint maintenance man-hours per flight hour, and the cost per 
flight hour, of that airplane, and how we’re utilizing that aircraft, 
about 30 percent of our force is on the ground in Iraq right now, 
flying about two-and-a-half times the rate of normal peacetime uti- 
lization. So, when it comes to the future as we look downrange, es- 
pecially for our future warfighting concepts, this is a required capa- 
bility for the United States Marine Corps, specifically from a 
seabasing standpoint in the future. 

Senator Lieberman. As far as you know, there are no other rea- 
sonable alternatives for meeting this requirement than the 53(X)? 

General Post. No, sir, not that I’m aware of. 

Senator Lieberman. I understand that the Navy is sitting on 
some of the current research-and-development funding for the CH- 
53(X), and has not signed a contract for the fiscal year 2005 risk- 
reduction effort. Secretary Young, I wonder if I could ask you why 
the Navy has not signed that contract yet? 

Mr. Young. Senator, I agreed to release $20 million, and then I 
recently, in the last month, agreed to release another $30 million 
for the initial design and assessment of what this program will 
cost. I’m very concerned that the cost be reasonable. I understand 
the requirements are indeed valid, but at some point we have to 
rationalize that against finite budget resources. I have not agreed 
to let the program have full green-light approval to proceed until 
we assess the costs. Over the last 6 months, the costs on the pro- 
gram have grown substantially. We’re going to have to sit down 
and have a serious discussion about requirement versus cost. 
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Senator Lieberman. Okay. So you accept the requirement, obvi- 
ously, and that this is the existing alternative to meet the require- 
ment. Your hesitation is, at this point, on cost. But you have let 
some of that money go. 

Mr. Young. Yes, sir. 

Senator Lieberman. Okay. We’ll keep in touch with you on that. 

Secretary Wynne and Secretary Young, I wanted to go back to 
a reference that was made by someone here earlier to a comment 
that Secretary England recently made. Of course, now everything 
Secretary England said takes on added significance, right? He was 
quoted as supporting integration of tactical aviation across the De- 
partment of the Navy and the Department of the Air Force. Obvi- 
ously, we, here, are familiar with the integration efforts that have 
gone on between the Navy and the Marine Corps, which involve ad- 
ditional carrier-wing deployments for Marine Corps F-18 squad- 
rons and other changes in force deployment that actually did result 
in reductions in the numbers of F/A-18 and the Joint Strike Fight- 
er aircraft that the Navy intends to buy. 

I wonder whether either of you. Secretary Wynne or Secretary 
Young, have any view of the pluses or minuses that might be asso- 
ciated with integration, the kind of integration across the Air Force 
and Navy that I gather Secretary England was referring to? 

Mr. Wynne. I can only say that we are really fostering a joint 
fight. We’re fostering an opportunity for the Navy, Marine Corps, 
and the United States Air Force to interact not only with them- 
selves, but also with their coalition partners. This, frankly, gave 
rise to an idea that, under restricted resources, maybe there’s some 
analysis to be performed, which is probably what Secretary Eng- 
land was talking about. 

As a point of fact, I think the initial lay-in for the Navy and the 
Marine Corps was essentially based on the reliability statistics that 
were extant for their current air fleet. 

Senator Lieberman. Right. 

Mr. Wynne. The targets that you spoke about for F-22, they 
have actually taken tougher targets for the Joint Strike Fighter re- 
liability, which, in fact, would allow a little bit of more consolida- 
tion of the fleet, just because you’re going to improve your oper- 
ational readiness rate and maintenance. One of the larger figures 
in that consolidation of the United States Navy and Marine Corps 
was, in fact, taking advantage of the reliability statistics and the 
consolidation there. 

We’re already starting to think about consolidated training of pi- 
lots. So this is just, if you will, another extension of it. But I have 
no idea, sir, as to what he has planned. He, of course, is prospec- 
tive, so he can’t really plan which we all know. 

Senator Lieberman. Sure. 

Mr. Wynne. But we have our ear to the ground and are trying 
to figure it out. 

Senator Lieberman. Okay. 

Secretary Young, what do you think, are there ways to achieve 
the missions more efficiently by the possibilities of integration 
across technical aviation in these two Services? 

Mr. Young. Secretary England is certainly conscious of the work 
that Admiral Sestak’s team has done that points to our strike capa- 
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bility that the chairman alluded to earlier. Secretary England has 
frequently talked about it. Now, one plane strikes multiple targets, 
which, even going back to the Gulf War, wasn’t the case. 

Senator Lieberman. Right. 

Mr. Young. We have great precision and multiple-target capa- 
bility. We did exactly what Secretary Wynne said, that is, we have 
improved our maintenance practices to reduce how many aircraft 
are in the pipeline for overhaul. We’re trying to move them through 
more quickly. We reduced the number of aircraft needed to perform 
the missions, and better integrated the assumptions of Navy and 
Marine Corps jointly performing those missions. I believe the Sec- 
retary thinks that could be looked at, at a Department level. For 
the Navy, it paid great dividends. It was also testified by the first 
panel, we saved $35 billion through 2020, and cut 497 planes out 
of the program — arguably, planes that would have been hard to fit 
in the budget or created opportunities for us to make other invest- 
ments. 

Senator Lieberman. So there’s potential like that, do you think, 
between the Navy and the Air Force? 

Mr. Young. I think there’s no reason not to sit down and analyze 
jointly performing the mission. 

Senator Lieberman. Admiral Sestak, I didn’t realize that you 
had worked on this. Do you want to get into this at all? 

Admiral Sestak. Yes, sir. What Mr. Young was referring to, I 
think, is that over the past couple of years. Admiral Clark has em- 
phasized bringing to the table analysis based upon campaigns and 
modeling, and trying to remove from the table the weight and 
strength of personality. Part of this was, in this TACAIR integra- 
tion, we didn’t even know how to go about it. We actually had to 
bring in an outside party. But a lot of it had to do with the analysis 
incumbent upon how to take an adversary by force jointly. 

So, what Mr. Young is referring to, I think, is that we are in a 
good stead for this, particularly in this QDR year, because, over the 
past 2 years, the joint staff, under the new Joint Capabilities Inte- 
gration and Development System (JCIDS) process, has actually 
gone about a similar process, called the Analytic Agenda, where 
they have done a number of scenarios, watching how the commu- 
nities, the different communities, different air forces, have gone 
about trying to address the threats out there. So you no longer just 
take an operational plan that has been around 5 or 10 years, and 
it says so many aircraft are needed in order to address a threat in 
a certain country, such as North Korea. What you now have is ac- 
tual campaign analysis. So, you can potentially, I think — much as 
you had to take two different cultures, the Marine Corps and the 
Navy and resolve our tactical aircraft integration — have something 
objectively on the table to say, “Yes, maybe we could do it with 
less.” I think that’s what the Secretary was alluding to. 

Senator Lieberman. Thanks. 

General Gorenc, in fairness, you should have an opportunity to 
speak to this, from the Air Force point of view. 

General Gorenc. Yes, sir. I think that that’s absolutely right. 
There is, actually, a great opportunity here. In a sense, we actually 
do this in another forum. For example, air-to-air missiles, air-to- 
ground initiatives where we are trying to get together much more. 
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and get to some of the commonality issues that we want to work. 
So I think that this would be a natural extension. I think it’s an 
idea that has a lot of merit and a lot of good opportunity. 

You’re right, sir, at this time, during the QDR, to initially start 
bringing up — we do that routinely, truly. It’s just a matter of 
changing the organization now, if you’re going to do that kind of 
a routine. 

Senator Lieberman. I appreciate the willingness to take a look 
at something that, maybe at an earlier time, would have been un- 
heard of But it’s necessary now. So, thank you. 

Thank you, Mr. Chairman. 

Senator McCain. Senator Chambliss. 

Senator Chambliss. Thank you, Mr. Chairman. 

I should have told the other panel this, and I want to make sure 
I tell you folks, that we appreciate the difficult job all of you have 
to do. We get pretty excited over here, because. Senator McCain’s 
right, we’re running out of money, and we appreciate the tough job 
that the OSD has, relative to budgets. But it’s particularly tough 
on your end to try to come up here and make arguments, and then 
have to justify. We want you to know how much we appreciate you. 

Secretary Wynne, first of all, we’ve had several conversations 
with the Pentagon, all the way to Secretary Rumsfeld, relative to 
review of the C-130 proposal in the President’s budget. I was told 
by the Secretary that, while he hated deadlines, he would put a 
deadline of April 1 to send an amended budget up here. Can you 
tell me where that stands? I’ve called and I know my staff has, and 
we haven’t gotten an answer. Can you update us there? 

Mr. Wynne. No, sir, I can’t. I can certainly take it for the record. 

[The information referred to follows:] 

The Department is reviewing the decision to cancel the C-130J multi-year con- 
tract, based on new information regarding contract termination costs. I anticipate 
Secretary Rumsfeld will announce his decision soon. The Department will come back 
with a budget amendment if necessary. 

Mr. Wynne. That’s really Under Secretary of Defense (USD) 
Comptroller action to update and amend that budget. 

Senator Chambliss. Right. 

Mr. Wynne. I have not seen the action come through. 

Senator Chambliss. Well, if you wouldn’t mind doing that, we’re 
going to be into the mark-up here before long on the authorization 
bill, and we need to really know what direction the Pentagon wants 
us to go, there. 

Senator McCain. Could I add one comment, along with what 
Senator Chambliss says? If, indeed, there is not, in the amended 
proposal, resumption of C-130J, I think we also need to know what 
the plans are, since there is clearly a need for tactical airlift. It 
seems to me that that — don’t you think. Senator Chambliss? 

Senator Chambliss. Absolutely. 

Senator McCain. Thank you. 

Senator Chambliss. In fact, that’s a question that I had down 
here for Secretary Wynne. If we do shut this down in 2007, as pro- 
posed, what I’m told is that the only tactical airlift remaining in 
production is a French airbus, A-400M. Is that correct? 

Mr. Wynne. I don’t know how far that is in production, but, yes, 
that would be the one. 
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Senator Chambliss. So, I think that answers your question. We’ll 
he buying from the French, Senator, and I’m not sure we’re pre- 
pared to do that. 

General Gorenc, the previous panel addressed several issues rel- 
ative to the capabilities, and lack thereof, regarding the C-130J, 
particularly as it relates to its combat readiness. They did indicate 
that they think the U.K. has been flying C-130Js in theater for 
some time. We know we have two that have been over there since 
December, I believe. Would you tell us a little bit about the oper- 
ation of those airplanes? 

Also, I’m a little surprised that they did not do any more inves- 
tigation of other countries that are flying the 130J. As I under- 
stand it, the Australians, the Italians, and the Danish are also fly- 
ing those. 

General Gorenc. Yes, sir. 

Senator Chambliss. Would you tell us a little bit about the oper- 
ation of the 130J in theater? 

General Gorenc. Yes, sir. I went back, and I looked at their data 
and their stats. Interestingly enough, they have flown there since 
December 2004, and have accumulated up to 480-some sorties, 600, 
700-some hours. Don’t call me on that, specifically. But for sure on 
the sortie counts. 

Surprisingly enough, also, their mission-capable rates were actu- 
ally 92 percent, overall, during this period. Now, the problem with 
that, of course, is, it’s a small fleet, so you don’t want to necessarily 
use that too much as an indicator. But the bottom line is that other 
aircraft in theater, the Es and the Hs, are generating about the 85 
percentile area in the combat zones; 92 for the J models. The nor- 
mal fleet, overall, of course, when they’re not in a combat zone, 
they tend to be in the mid 70s, which is where the J is, also. 

But the bottom line is, as far as mission-capable and what 
they’re doing there, they are doing exactly what a normal, straight- 
up C-130 would be doing. They’re doing exactly what the other in- 
dividuals have been tasked to do. They’re performing very well. 

Senator Chambliss. I saw a statement the other day that said 
that our 130Js that are in theater in Iraq today are performing 
missions in 1 day that it takes 130 Es and Hs 2 days to perform. 

General Gorenc. Sure. 

Senator Chambliss. Is that a fair statement? 

General Gorenc. That is a fair statement. I have confirmation 
on that also. The funny part about that is, I also hear of individ- 
uals that go, “Well, geez, all they’re doing is taking one tire from 
one place to another,” is the logic tree of what they’re carrying, 
which, of course, is a statement that’s interesting to me, unless 
you’re the guy on the other end waiting to get the tire so you can 
get into the convoy to get where you need to go. So the point is, 
everything that they are doing there is relatively important. But to 
get it done twice as fast as the normal aircraft is an interesting 
point. 

Now, here’s another aspect, in my view, from having been in the 
area of responsibility (AOR) awhile back; I would rather be having 
these type of aircraft that can go from one location to another loca- 
tion without having to air refuel — or, not air refuel, but to stop 
along the way. I mean, you can start considering manportable air 
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defense (MANPAD) issues and other things that may be problems 
as you come in and out of airports. So, it’s another aspect to this 
whole equation, in the truest sense. 

The bottom line is, the guys are in theater; they’re doing the job, 
just like the other C-130s, and they’re doing it with coalition part- 
ners, such as the U.K. individuals, who have bought aircraft; the 
Italians, who have bought aircraft; Denmark, who just recently 
bought three, if I’m not mistaken. Overall, it’s a pretty good story, 
depending on, of course, where you’re sitting on it. 

Senator Chambliss. Are there any plans to increase the number 
of 130Js in the Iraqi theater? 

General Gorenc. Sir, I have not heard that. I have not heard 
that from the operations side, at this stage. 

General Post. Sir, if I may add, the Marine Corps has six KC- 
130Js deployed with the 2nd Marine Aircraft Wing in Iraq. They’ve 
been over there for about 30 days. The numbers we’re seeing, the 
mission-capable rates are well over 90 percent, so it’s performing 
very well. Of course, our mission for the KC-130Js is a little bit 
different from the Air Force C-130 mission, but we’re very, very 
pleased with the performance of the airplane. 

Senator Chambliss. Yes. 

General Post, going back to Senator McCain’s question, there, 
that the Marine Corps has a requirement — I believe it’s 51 KC- 
130 Js, is that correct? 

General Post. Yes, sir. 

Senator Chambliss. Currently, under the proposed budget of the 
President, you would have 33, which would leave you 18 short of 
your requirement. How would you fulfill that requirement? 

General Post. Sir, we would have to maintain those aircraft as 
a legacy fleet. Our F models are 42-year-old aircraft. Our R models 
are approximately 28 years old. So what we would have to do is 
keep the R-model fleet, obviously, longer than we’d like, and main- 
tain those, and probably do some sort of level of maintenance to 
those aircraft to keep them in airworthy condition. 

Senator Chambliss. You haven’t considered leasing any tankers, 
have you? [Laughter.] 

General Post. No, sir. 

Senator Chambliss. Good. I just wanted to make sure of that. 

Senator McCain. What’s that? 

Senator Chambliss. They have not considered leasing any tank- 
ers, Mr. Chairman. 

Senator McCain. Oh, thank you. That’s good news. [Laughter.] 

Senator Chambliss. Secretary Wynne, I want to go back to this 
cost again because the chairman’s correct, we have a money prob- 
lem that we have to deal with. But the 130J, versus the older mod- 
els the 130J is stretched out. Is that correct? 

Mr. Wynne. It has elongated, yes, sir. That’s why they have this 
qualification on the short version, then on the longer version. 

Senator Chambliss. Okay. The former planes, we were buying at 
the rate, I believe, of 24 a year, and now we’re at 12 a year. Is that 
right? 

Mr. Wynne. Sir, I would have to take that and say I believe we 
are, but I do not know, personally. 
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Senator Chambliss. Obviously, the more we buy, the cheaper 
they are. 

Mr. Wynne. It is always that way. 

Senator Chambliss. I’m assuming you don’t know about any con- 
tractor discounts relative to the earlier models that might have 
been given. 

Mr. Wynne. I understand that they went through a significant 
investment program. At least they certainly told me that. So I 
would take that as a early-model discount, if that’s what you mean. 

Senator Chambliss. Okay. 

General Gorenc, what’s the opinion of the Air Force relative to 
the operation of the current F/A-22s you’re flying? 

General Gorenc. Well, sir, I was recently down at Tyndall, and, 
obviously, everybody who’s flying the machine is, number one, very 
impressed with the capabilities. I think that the guys down there 
who are training and getting spun-up to become initial operational 
capability (IOC) up at Langley, of course, are very impressed with 
the aircraft. I think that the individuals flying out at Nellis are 
finding the capabilities that were talked about earlier, as far as 
how they would match up against certain fighters, have come to 
fruition, in the sense of the aircraft being exactly everything that 
was said that it was going to be, which is very much a piece of ma- 
chinery that can really handle the job as a weapon system. So ev- 
erything is looking good, as far as the aircraft itself and the em- 
ployment. The issue is getting the modernization portion taken 
care of to make sure that you get the full capability, as we were 
talking about a little bit earlier, with regards to air-to-ground and 
intelligence, surveillance, and reconnaissance (ISR) capability. 

Senator Chambliss. We talked with the previous panel about the 
air-to-ground capability that now was being asked of the F/A-22. 
Again, from a tactical-fighter standpoint, it’s my understanding F/ 
A-22 will fire not once, not twice, but three shots once it’s inside 
enemy lines, without being detected. 

General Gorenc. Yes, sir. 

Senator Chambliss. Do we have any other tactical fighter that 
has that capability? 

General Gorenc. Well, sir, let me just say, the bottom line on 
this is, it’s very difficult to fly air-to-air against somebody if every- 
body that you’re up against is actually better than your aircraft. 
But, obviously, you have the surface-to-air missiles and things of 
that sort that you’re going to have to go after to, in fact, open up 
the corridors and give you the ability to get through the door and 
allow some of the other coalition partners, and even U.S.-capable 
legacy jets, to get into the target areas. So, the bottom line is the 
need there for an air-to-ground capability that — the sooner the bet- 
ter, as far as we would like. It needs to be a full-up kit, because 
the nature of the threats are such that you just never know wheth- 
er you’re going to have to shoot an aircraft in the sky or somewhere 
else. 

Senator Chambliss. Secretary Wynne, there’s been recent testi- 
mony characterizing costs of the F/A-22 at a quarter-billion dollars. 
Actually, under the current buy, my calculation of the planes that 
we now have in acquisition is $128 million per copy. Is that correct, 
according to your numbers? 
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Mr. Wynne. Well, it’s one of those things, sir, that the cost of an 
airplane is certainly hard to define and explain, but I have heard 
a range of $128 million to $135 million would encompass all of 
that. Flyaway cost, by my definition, is, kind of, the airplane rolling 
down the runway. 

Senator Chambliss. Again, same old story relative to the more 
we buy, the cheaper they become. Is that fair to say? 

Mr. Wynne. I think there has been some progress in that regard, 
over the lots that we’ve had recent history with. 

Senator Chambliss. Okay. 

I think that’s all I have, Mr. Chairman. Thank you. 

Senator McCain. General Gorenc, let’s talk just for a second 
about what the witness from the Congressional Research Service 
talked about, and that’s the threat. Now, we can get into a very 
classified discussion in a big hurry, but do you accept the premise 
that the F-22 was originally designed for air-to-air combat? 

General Gorenc. Yes, sir, I do. 

Senator McCain. Then we saw the nature of the world situation 
change. We no longer had to worry about new generations of “So- 
viet” fighters. Now, what, in your view, is the threat or the sce- 
nario that would dictate such a high-performance fighter — I’m not 
trying to set you up here. 

General Gorenc. I know. 

Senator McCain. But clearly, in Afghanistan and Iraq, what 
really did the job was airplanes with air-to-ground capability. Now, 
some of them came as far away as from bases in the tlnited States; 
others were the old A-10, around since the 1970s. We’ve tried to 
retire them three or four times, and then a conflict comes up, and 
the old A-10 does a hell of a job. So, give me the argument, in your 
mind, that dictates, for the $300 million airplane, tactical aircraft, 
given the nature of warfare, the way that it’s changed since the fall 
of the Soviet Union. 

General Gorenc. From my standpoint 

Senator McCain. Because this is what we really have to grapple 
with here. Okay. 

General Gorenc. This is tricky. I mean, it depends on how you 
look at the situation. Personally, I’m not entirely sure that Afghan- 
istan or Iraq are truly the example of what you may, in fact, en- 
counter in the future. Let’s just say that. Let’s pretend you go with 
a different scenario and a different threat that is viable is a China 
scenario in a few years. The issue is that once — again, and I know 
I’m speaking to a well-educated group, but, for myself 

Senator McCain. Don’t assume that. General. [Laughter.] 

General Gorenc. From my standpoint, what I see is, you have 
double-digit surface-to-air missiles (SAMs) that may be protecting 
certain key target areas that will not allow certain aircraft to get 
within even 50 to 60, 70 miles to take that target out. What you 
need is an aircraft that will allow you to go in there and destroy 
that particular hindrance to your ability to do what you want to 
do in the immediate target area. That capability is inherent in the 
F-22. You’re able to get in; you’re able then to allow other aircraft 
that may not have the stealth, the supercruise, the technology to 
identify, to get through that same corridor and, in fact, start taking 
out aircraft. So it’s really a complementary system. 
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Now, from my standpoint, when I talk to folks and think about 
it, you go, “Well, this is strictly a U.S. issue here, where you want 
to make sure that everybody can get into the fight,” so you have 
your F-22s, your JSFs, and things of that sort, and the Navy 
brotherhood of F-18s. Surely, what we’re talking about is, as we 
think about it in coalitions for the future, do I want to have other 
capable aircraft that may not have that stealth, that supercruise, 
to get into that area? Actually, I would. I want them on the team. 
The question is, they may not be holding the ball to start the fight 
with, but I want to hand it off and either get my aircraft back into 
an area where they are no longer needed for another contingency 
and allow those other aircraft to stay. But they’ve opened up the 
door. 

So, it’s almost a situation, from my standpoint, that, as I think 
about the case, it’s like the SWAT team that’s trying to get into a 
house where there is a hostage or someone being held up. There 
is this individual, and you always see him after all the negotiation 
is done and everything’s square, whether he comes in with this 
ramrod and maybe one or two of them, and they, no lie, knock that 
door in and say, “Come on in, let’s go.” You see the rest of the guys, 
kind of, scurrying up and doing their thing. That’s almost what I 
see the F-22 — is this thing that allows you to get through that door 
and allows you to go in and take care of the situation. 

Senator McCain. Look, I accept your scenario, and I think more 
and more of us are thinking about the challenge of an emerging 
China, without assuming that it is an adversarial one, but there’s 
no doubt about their superpower status, but does your argument 
then convince us that we need large numbers of F-22s? With your 
scenario of, these are the ones that kick down the door, and the 
rest of the others follow? 

General Gorenc. Sir, that’s where I think that the QDR and the 
future studies here that are going to actually be done in a very 
quick fashion are going to prove to very much invaluable. The issue 
is, it really just all depends on what the world situation may evolve 
to. You may find yourself in a situation where you have a China 
and another threat somewhere else. Hopefully, that doesn’t hap- 
pen, and we would have been able to say, “Gosh, you know, we 
overbought.” But maybe the fact that we overbought, in fact, dis- 
suaded or deterred somebody else from becoming that second axis 
of potential problems. 

The point is, I think we’ll certainly carry that debate and those 
discussions forward in the Quadrennial Defense Review, and I 
think we’re going to get some pretty good analysis out of that for 
those type of scenarios. 

Senator McCain. Yes, but one of our problems is that we’re mak- 
ing some of these decisions before the QDR is out. Then that pre- 
sents us with some 

Mr. Wynne. I would say it this way. Senator, that we’ve really 
put aside sea dominance, because we just presume it in our anal- 
ysis now. We don’t yet assume air dominance. Even when we were 
into Baghdad, which we would all recognize now for what it was; 
we were not prepared to commit our front-line fighters without 
first committing our stealth forces. Some 20 years ago, we set out 
to have an all-stealth Air Force. We need to continue to pursue 
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that, without a doubt. How we get there and what it is comprised 
of is the issue and the balance that you’re talking about. 

But, in the future, I predict we’re going to have a proliferation 
of these double-digit SAMs that we’re talking about, because 
they’re far less expensive to produce, if you will. What we have to 
find out and balance is the economics of warfare that we’re really 
faced with; and, frankly, try to make some of our enemies produce 
and spend $100, and we spend a dollar. We used to be able to do 
it. We’re not as proficient at it right now. 

Senator McCain. Well, this discussion needs to be held, not only 
in hearings like these, but on the floor of the Senate and various 
forums around the country, because the counter to the comment 
about the double-digit SAMs is the capability of extending our 
standoff capability so that we don’t put pilots and aircraft at risk. 
So we can go back and forth, but some of these decisions, I think — 
and maybe it’s our fault for not being more engaged in it, but a lot 
of these discussions, I don’t think have been held. Maybe now that 
we’re faced with some tough decisions, maybe we can do them in 
a more in-depth fashion. 

Senator Lieberman. 

Senator Lieberman. Thanks, Mr. Chairman. I agree with you to- 
tally. 

I had one more question, and in some ways it moves directly off 
the general subject-matter area, but — the future, which is about 
the Joint Unmanned Combat Air System program. I know that 
Senator Warner has been very interested in this. I believe General 
Jumper has also been very committed to it. It’s really a next-gen- 
eration program. Since last year, the Department has transferred 
management of the program from DARPA to the Air Force, and re- 
moved a billion dollars from the planned budget resources for the 
program over the FYDP. I wonder. Secretary Wynne, why the De- 
partment has taken those actions and what those actions say about 
the possibility of the program moving forward in any reasonable 
time frame. 

Mr. Wynne. First, let me describe the Joint Unmanned Combat 
Air System and its associated control system as one of the most ex- 
citing ventures we’ve started out on, frankly. 

Senator McCain. It particularly excites the pilots. I’m sure. 
[Laughter.] 

Mr. Wynne. Fairly actively analyzed by a lot of folks, and great 
discussion has erupted, as Senator McCain has indicated, in his 
own way. 

Senator Lieberman. He has a way with words, doesn’t he? 
[Laughter.] 

Mr. Wynne. In fact, there were some that indicated it would 
have a bad spelling in there with the U in there, but at any rate, 
I think it has, in fact, taken hold, and has found a potential place 
within the construct of manned and unmanned mixed fleet. 

That having been said, the Department is making very difficult 
choices in resources. I think last year I talked very strongly to Sec- 
retary Roche about, what was the appropriate time for the Air 
Force to take charge of the program? We, in fact, have actively en- 
gaged the Navy. In fact, the Navy is now considering as to whether 
or not we could get a carrier-based Joint Unmanned Combat to es- 
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sentially do fleet overwatch in the out years. They are now actively 
engaged in doing that analysis. 

The Air Force senior leadership and the Navy senior leadership 
are trying to decide as to exactly what they want. We’re hoping we 
do not have to down-select, hut we are, in fact, already taking ac- 
tion to essentially slim down the common operating system and try 
to make it simply safety-of-flight and an open system that I can 
add on systems to it. 

So, it is a difficult resource decision. I think it’s one that you all 
are contending with, as well. All I can say is, it was tough when 
we looked at it, and it’s not going to be any easier when you look 
at it, sir. 

Senator Lieberman. Yes. So you’d say, at this point, the Depart- 
ment is still committed to the unmanned program? 

Mr. Wynne. I would say that the Department is looking at it 
very carefully, and I think the question is, just how much can we 
afford? 

Senator Lieberman. Right. 

Secretary Young, just, finally, I was going to ask you what role 
the Navy would play now in this program, since it’s being trans- 
ferred to the Air Force, but maybe Secretary Wynne has answered. 
What’s the Navy’s attitude toward the unmanned combat system? 

Mr. Young. Secretary England and the CNO have been adamant 
about the persistent intelligence surveillance and reconnaissance 
role this capability would provide off the aircraft carrier. We are 
very happy with DARPA’s management of the program, and anx- 
ious to see the prototypes perform. We would hope the program 
would continue on a path to deliver that demonstrated capability 
under Air Force management, and that’ll be our discussion basi- 
cally with the Air Force. It’s to try to keep pace and get the dem- 
onstrators out there. As Secretary Wynne said, when you have that 
core aircraft and open operating system, we can add capabilities to 
it as we go in a prudent manner. 

Senator Lieberman. Okay. Thank you very much. 

Thanks, Mr. Chairman. 

Senator McCain. Senator Chambliss. 

Senator Chambliss. Just one other question, Mr. Chairman. 

Mr. Wynne, the Joint Strike Fighter, which is going to be a great 
airplane, depends, to some extent, upon the R&D, as well as the 
testing being done on the F-22. Is that correct? 

Mr. Wynne. Yes, sir. I believe they have some shared systems. 

Senator Chambliss. If you terminate the production of the F-22, 
as proposed in the President’s budget, what’s going to happen to 
the cost per copy of the Joint Strike Fighter? 

Mr. Wynne. One of their shared systems is the overhead mix for 
the Lockheed Martin Corporation. I would say that they will also 
lose a little bit, in the sense that if some of the componentry is 
shared between the two airplanes, then that vendor will obviously 
lose that volume. I do not have a precise figure, sir, but it is an- 
other piece of the calculation for both of the airplanes in the Mari- 
etta facility. 

Senator Chambliss. So, do I understand you to say that the cost 
of the Joint Strike Fighter would increase? 
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Mr. Wynne. I would have to say that there would be some up- 
ward pressure, and I just don’t know how much. 

Senator Chambliss. Yes. 

Thank you. 

Senator McCain. Just briefly, Mr. Secretary, we’ve enjoyed this 
hearing. On the issue of UAVs, or unmanned aircraft, I am con- 
vinced that one of the greatest challenges we face in the war on 
terror is the protection of our borders, and we’re not going to be 
able to do it with people. I think that UAVs are a critical item. I’ve 
tried to, and will continue to try to, get the attention of the Depart- 
ment of Homeland Security, because I think they can help in the 
funding, because there is clearly a use for UAVs on our long ex- 
tended borders, both to south and north. 

Mr. Wynne. Senator, that’s why Australia is very interested in 
the Global Hawk. Remember, it made that flight over to Australia? 
That really was the intriguing feature. Their northern border. 

Senator McCain. So, I would hope we are funding Department 
of Homeland Security extensively, which it should. In my view, 
they need to look at high-tech, as well as people. We’re all for 2,000 
more border patrol, but you’re never going to control that border 
without using high-tech equipment, and I would argue that we’ve 
reached a point of maturity now that UAVs can play a tremen- 
dously contributory role in trying to control our borders. 

Anything more? 

Senator Lieberman. No, thank you. 

Senator McCain. Thank you very much. 

Senator Lieberman. Thank you all very much. 

Senator McCain. This hearing is adjourned. 

[Questions for the record with answers supplied follow:] 

Questions Submitted by Senator John McCain 

F/A-22 

1. Senator McCain. Mr. Bolkcom, you have written extensively on the Air Force 
F/A-22 program. In your opinion, what should be the role and mission of the F/A- 
22, and how many aircraft do you think would enable the U.S. to accomplish those 
missions? 

Mr. Bolkom. The number of Raptors that the Air Force indicates it needs has 
changed over time. Although the current budget appears to fund 179 F/A-22s, Air 
Force leaders have stated they need 381 Raptors. An argument may be made, how- 
ever, that no F/A-22s are required to accomplish the roles and missions for which 
it is designed. 

The Air Force has consistently described the mission for the F/A-22, and the F- 
22 before it, as achieving air dominance, or air superiority. Supporters and critics 
alike appear to agree that this is the appropriate mission for the Raptor. On the 
other hand, the exact role that the Air Force says the F/A-22 could play in achiev- 
ing air dominance has changed over time and is the subject of debate. The tradi- 
tional role is to defeat enemy fighter aircraft in air-to-air combat. However, the F/ 
A-22 appears to be over-designed to achieve air superiority against the fighter air- 
craft we face today, and are likely to face in the near future. 

General Gorenc described the contemporary threat environment in his testimony 
when he noted “it’s very difficult to fly air-to-air against somebody if everybody that 
you’re up against is actually burying their aircraft.” U.S. dominance in air-to-air 
combat is so great, that many adversaries would prefer to run or hide than to stand 
and fight. Since 1991, the United States has flown in-excess of 400,000 combat sor- 
ties, and lost only one aircraft to another fighter, according to official Department 
of Defense (DOD) estimates and Congressional Research Service (CRS) analysis. 
Some observers have characterized the need to procure any F/A-22s based on this 
historical record as weak. 
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Air Force officials, including Chief of Staff General John Jumper, argue that the 
F/A-22 is needed because future conflicts are not likely to resemble the permissive 
air environments of Afghanistan or Iraq. F/A-22 supporters argue that even though 
it is difficult to envision a peer competitor, the Air Force must prepare today for 
a potential worst case scenario in the future because it takes decades to develop and 
field advanced combat aircraft. 

The U.S. success in this combat domain goes well beyond Operations Enduring 
Freedom and Iraqi Freedom. The United States faced little or no air-to-air opposi- 
tion in Libya, Lebanon, Panama, Grenada, Haiti, Bosnia, and Kosovo. The United 
States has faced no air-to-air opposition in the hundreds of humanitarian and dis- 
aster relief missions it has flown, nor in the numerous military operations other 
than war (MOOTW) it has fought in countries like the Somalia, Philippines, Colom- 
bia, and the Horn of Africa. It appears to many analysts, that the future will look 
much like Afghanistan and Iraq in terms of achieving air dominance, and that the 
potent air threats that General Jumper predicts, will be few, if they emerge at all. 

Perhaps because of this reduced air-to-air threat, the Air Force has emphasized 
the F/A-22’s potential air-to-ground capabilities, especially against advanced Rus- 
sian Surface-to-Air Missiles (SAMs). This appears to be the role for which the F/ 
A-22 has gained the most traction. There appears to be a consensus that the com- 
bination of these SAMs, and an advanced, well equipped and maintained air force, 
could present the most difficult air dominance challenge in the future, and might 
warrant some number of F/A-22s. However, opinions vary on the number of F/A- 
22s required to deal with what many see as the most pressing threat — a potential 
conflict with China over Taiwan. 

The U.S. Navy likely could be the first on the scene to deal with such a crisis. 
The Navy, however, has no plans to acquire the F/A-22. Either the Navy believes 
that it can adequately deal with China’s Air Force and advanced SAMs with its less 
sophisticated and less expensive aircraft, or it is going to depend on the Air Force 
to “kick down the door” for them. It may be useful to know whether the Navy and 
Marine Corps, are prepared for a potential challenge in this area without F/A-22 
support. 

2. Senator McCain. Major General Gorenc, in previous testimony. Air Force Lieu- 
tenant General Ronald Keys stated, “We view the F/A-22 as our kick-down-the-door 
force.” He said the plane would be uniquely able to reach a threat quickly and neu- 
tralize it. In an article published in “USAF F/A-22, Air Dominance for the 21st Cen- 
tury”, Walter Boyne states that “The combined capability of the Raptor, Nighthawk, 
and Spirit [B-2] is startling. Small diameter precision munitions and a force of only 
four B-2s and 48 F/A-22s, flying one sortie each, will be able to smash 380 targets 
. . . without ever being detected.” First of all, the Air Force does not have enough 
low density/high demand aircraft such as F-117s, joint surveillance target attack 
radar system, and U-2s for every air expeditionary force (AEF). These aircraft sup- 
port the AEF based on the requirements of the theater and contingency. The capa- 
bility of the F/A-22 and its cost make it a prime candidate for the same AEF sup- 
porting function. Wouldn’t a smaller force of 178 aircraft provide the Air Force with 
the number of F/A-22s to “kick down the door”? 

General Gorenc. An F/A-22 force of 179 aircraft increases operational risk, attri- 
tion, and time to gain joint air dominance, which jeopardizes the Joint Forces Com- 
mander’s (JFC) ability to “seize the initiative” and gain access to the battle space. 
Previous analysis determined the requirement for at least 381 F/A-22s — based on 
capability, business case, and sufficiency needed to meet the national defense strat- 
egy with moderate risk. The Air Force is advocating for more Raptors during the 
Department’s ongoing Quadrennial Defense Review (QDR) tactical air (TACAIR) 
analysis of joint air dominance capability requirements. 


JOINT STAND-OFF WEAPON 

3. Senator McCain. Major General Gorenc, the Air Force backed out of the Navy 
led joint stand-off weapon (JSOW) program with the intention of procuring the ex- 
tended-range version of the wind corrected munitions dispenser (WCMD-ER). Now 
that WCMD-ER is no longer funded in the budget request, will the Air Force recon- 
sider its decision to withdraw from the JSOW program? 

General Gorenc. The Air Force does not intend to re-enter the JSOW program. 
Capabilities, costs, and risk assessments in area-attack munitions were all consid- 
ered when the Air Force and Navy jointly terminated/deferred their participation in 
JSOW-B as a standoff delivery method for Sensor Fuzed Weapon (SFW). SFW pro- 
vides unique and proven capabilities, and the Air Force is pursuing the continuation 
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of WCMD-ER to provide only enough kits to match programmed SFW production. 
Similar analytical considerations support the Air Force’s decision to terminate 
JSOW-A. All fiscal and capabilities-based analyses continue to support WCMD-ER 
for the delivery of SFW submunitions over the JSOW-B. WCMD-ER continues to 
be the Air Force’s preferred program to provide standoff delivery of area-attack mu- 
nitions. 


C-130 

4. Senator McCain. Mr. Bolkcom, costs for center wing box repairs of C-130E/H 
models could be accomplished for $6 million to $9 million per aircraft compared to 
$100 million for a new C-130J. Based on your significant experience and writings 
on aging aircraft issues, would you agree that replacing the center wing box on C- 
130E/H aircraft is an appropriate strategy to recapitalize the C-130 fleet compared 
to the more expensive strategy to continue acquiring C-130s? 

Mr. Bolkcom. Repairing or replacing the center wing sections of C-130E/H air- 
craft appears to be a mandatory step to maintain the current fleet. 

The Air Force has not requested funding for this modification in its $185.6 million 
fiscal year 2006 budget submission. The center wing box has long been recognized 
as an essential, yet vulnerable part of the aircraft in terms of wear and tear. The 
Air Force encountered similar problems with the C-130 center wing box in the late 
1960s and early 1970s. Increased wear and tear on the C-130 fleet due to recent 
operational demands might have also been anticipated. In 2001, the Navy grounded 
51 EA-6B Prowler aircraft. These aircraft exhibited high degrees of center wing sec- 
tion stress due to extensive combat flying in Kosovo, Afghanistan, and Iraq. The 
Navy grounded 24 more Prowlers in 2003, when continued high Operations 'Tempo 
(OP'TEMPO) further stressed the fleet’s center wing sections. 

As for recapitalizing the fleet, it is not currently clear that recapitalization is a 
necessary step. The first reason that the need to recapitalize is unclear, is that cur- 
rent and future airlift requirements have not been determined. The QDR and the 
Air Force’s Mobility Capabilities Study (MCS) will both contribute to a collective un- 
derstanding of future mobility needs. As DOD reshapes itself to better combat non- 
state as well as state actors, the type and number of intra-theater airlift aircraft 
required could change considerably. Until these studies are completed, decisions on 
the number and type of new aircraft to be procured, if any, appear premature. 

The need to recapitalize the C-130 fleet is also unclear because it has not yet 
been demonstrated that newer aircraft will perform this mission more cost-effec- 
tively than the current fleet. As its aircraft age. Air Force leaders have stated that 
operations and maintenance (O&M) costs are increasing. Retiring old aircraft (such 
as the C-130E) and purchasing new aircraft (such as the C-130J) is a better use 
of scarce budget resources, they argue, than continuing to spend money on aging 
aircraft. 

Studies by the Congressional Budget Office (CBO) and the Government Account- 
ability Office (GAO) have found, however, that the effects of age on aircraft O&M 
costs are not well known, and that the data supporting the Air Force’s position were 
anecdotal. A 1998 RAND report on aging aircraft found that there were no effective 
models to measure and estimate the cost impacts of aging factors such as corrosion 
or engine fatigue. Also, using historic cost estimating relationships to estimate fu- 
ture costs may not be valid. 

In many cases, it may be more cost effective to maintain an older fleet rather than 
to purchase a new aircraft. The O&M costs of the UH-60 Black Hawk and the AH- 
64 Apache helicopters, for example, have stayed relatively constant as the aircraft 
have aged. The tJ.S. Navy and the CBO estimate that annual O&M costs for mili- 
tary aircraft increase by only 1-3 percent for each additional year of age, adjusting 
for inflation. So, if a 10-year old C-130 aircraft costs, for example $100,000 to oper- 
ate and maintain in fiscal year 2006, an 11-year old C-130 might cost $103,000 to 
operate and maintain in the same year. 


JOINT STRIKE FIGHTER 

5. Senator McCain. Secretary Young and Major General Gorenc, the Joint Strike 
Fighter (JSF) program is the largest weapons bu3dng program ever. As such, it re- 
quires extreme caution as DOD commits taxpayer funds each year. The program in- 
volves three of our Services and at least eight foreign countries. We have already 
expended billions of dollars on development costs, yet still do not have a flying air- 
craft. I’m sure I don’t have to remind you, a lot of your future force rides on getting 
this program right. One area that is beginning to concern me is the potential cost 
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growth simply due to the large difference developing between all variants of the air- 
craft. It seems to me that the original goal was to build three variants composed 
principally of a common airframe. So every time I read statements from the Penta- 
gon’s top weapons tester that say efforts to shed several thousand pounds from the 
short-takeoff-and-landing (STOVL) version have resulted in a loss of commonality 
between the three F-35 variants, I get concerned that costs will continue to rise as 
we begin to build three different aircraft, rather than one aircraft with three 
variants. The STOVL version for the Marine Corps and possibly for the Air Force 
looks like it will carry a smaller weapons load out. It may also have different air 
refueling systems if it follows the conventional tanking systems of today. The con- 
ventional takeoff version, one for the Air Force and another for the Navy, will each 
have a different wing and landing gear. Yet reports I hear tell me the Navy version, 
with its larger wing, should have better performance. I also suspect the software 
to run all the systems will be very different in each variant. What we have here 
really begins to look like the development of several very different aircraft. I believe 
serious consideration should be given to reduce the development to two variants: 
one STOVL for both the Marine Corps and Air Force, and one conventional version 
capable of carrier and land field operations. They should also all use the same air 
refueling system to enable greater flexibility and commonality with our allies. What 
are your thoughts on moving the JSF program toward just two variants? 

Mr. Young and General Goeenc. The current acquisition strategy, for three JSF 
variants, remains the best solution to meet the Services’ approved operational re- 
quirements and need dates. This approach is executable and more affordable than 
revising designs at this advanced stage of development. Manufacture and assembly 
of the first flight test article (CTOL) variant) is underway and going well. The 
STOVL and CTOL production designs are nearing completion, and manufacture of 
the first STOVL flight test article begins late this year. Carrier version design is 
underway. 

The warfighters’ approved operational requirements cannot be met with only two 
variants because Service mission profiles are too diverse. Performance differences 
across variants result from optimizing a given variant for the specific Service mis- 
sion. For example, the Air Force Conventional Takeoff and Landing variant is de- 
signed to meet higher ‘g’ limits, faster acceleration, and internal gun requirements. 
The Navy’s carrier variant needs a larger wing and more rugged landing structure 
to accommodate carrier landing constraints and stresses. 

Commonality across JSF variants remains significant. Avionics, mission system 
software, and the propulsion turbo machinery core are the same across all variants, 
and there’s high commonality across many of the high cost structural components. 
All the variants will be built on the same production line using flexible manufac- 
turing technology. While recent weight-related STOVL design changes somewhat 
lessened commonality, associated increases to projected Unit Recurring Flyaway 
costs are less than 1 percent. 


AIR FORCE TANKER PROGRAM 

6. Senator McCain. Secretary Young, whichever future Air Force tanker is 
bought, we all understand it will have to have boom capability. The boom system 
is required to refuel all of our large transport and bomber aircraft. We also know 
that the Navy will always require probe and drogue systems. Under the previously 
proposed 767 tanker lease program, emails among the Air Force leadership revealed 
a plan to build the first 100 tankers without drogue systems. Were you aware of 
this, and would you expect any future tanker program to require drogue systems 
on all tanker aircraft? 

Mr. Young. I consider it a tremendous joint force multiplier and a Navy require- 
ment to ensure any future Air Force tanker program retain the capability to per- 
form boom and probe/drogue refueling on the same sortie (“Dual” capability). During 
discussions involving development of tanker requirements supporting the tanker 
lease program. Navy leadership supported the requirement for the next Air Force 
tanker to be “dual” capable. As we now move beyond the lease program, we are con- 
fident that we have communicated our requirements clearly. 

The Joint Requirements Oversight Council-validated Air Refueling (AR) Initial 
Capabilities Document includes language identifying probe/drogue, and boom AR on 
the same sortie as a primary mission. Additionally, the Navy and Air Force agree 
that “dual” capability (probe/drogue and boom on tbe same sortie) will be a Key Per- 
formance Parameter in the KC-135 Replacement Capability Development Docu- 
ment. The Navy will closely follow the progress of the Air Force tanker program and 
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remain fully engaged in the working groups and document reviews this summer and 
fall. 

[Whereupon, at 4:33 p.m., the subcommittee adjourned.] 
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AIR FORCE ACQUISITION OVERSIGHT 

The subcommittee met, pursuant to notice, at 2:35 p.m., in room 
SR-232A, Russell Senate Office Building, Senator John McCain 
(chairman of the subcommittee) presiding. 

Committee members present: Senators McCain, Warner, 
Chambliss, and Lieberman. 

Committee staff member present: Judith A. Ansley, staff director. 

Majority staff members present: Regina A. Dubey, research as- 
sistant; William C. Greenwalt, professional staff member; Ambrose 
R. Hock, professional staff member; and Stanley R. O’Connor, Jr., 
professional staff member. 

Minority staff members present: Creighton Greene, professional 
staff member; and Peter K. Levine, minority counsel. 

Staff assistants present: Alison E. Brill and Andrew W. Florell. 

Committee members’ assistants present: Christopher J. Paul, as- 
sistant to Senator McCain; John A. Bonsell, assistant to Senator 
Inhofe; Clyde A. Taylor IV, assistant to Senator Chambliss; and 
Frederick M. Downey, assisant to Senator Lieberman. 

OPENING STATEMENT OF SENATOR JOHN McCAIN, CHAIRMAN 

Senator McCain. Today the committee meets to examine the 
management and oversight of Air Force acquisition programs. I 
want to welcome our witnesses: the Honorable Paul McNulty, 
United States Attorney for the Eastern District of Virginia; the 
Honorable Joseph Schmitz, Inspector General for the Department 
of Defense; the Honorable Michael Dominguez, Acting Secretary of 
the Air Force; Daniel Gordon, Managing General Counsel for Pro- 
curement Law at the Government Accountability Office (GAO); and 
Sallie Flavin, Deputy Director, Defense Contract Management 
Agency. We greatly appreciate all of you giving your time for this 
very important hearing. 

Defending our Nation against its enemies is the first and funda- 
mental commitment of the Federal Government and Congress must 
have an eye toward the faithful and efficient expenditure of every 
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taxpayer dollar. Over the last 3 years we have seen the most egre- 
gious abuse of power from an acquisition official that I have seen. 
Darleen Druyun’s actions not only disgraced herself and resulted in 
her conviction on public corruption charges, but also disgraced the 
Air Force, the Department of Defense (DOD), and the entire de- 
fense establishment. 

I continue to believe that she is not singly responsible for this 
failure and fervently hope that both Congress and the Department 
can work together to remove any possibility for future corruption 
through major acquisition reform. 

Ms. Druyun also admitted that she had similarly harmed the 
United States on behalf of Boeing on several other major defense 
programs, to include the North Atlantic Treaty Organization 
(NATO), Airborne Warning and Control System (AWACS), C-130 
aircraft modernization program (AMP), and the C-17. How much 
taxpayers have been fleeced remains to be seen. 

I appreciate all the work that you and your staff have done in 
working to correct these past problems and I look forward to the 
day it is all behind us. Although I appreciate the tenor of the Air 
Force witness statements, what is missing is the Air Force’s accept- 
ance of any responsibility for wrongdoing, and the public denials by 
senior Air Force officials that anyone should be held accountable 
beyond Ms. Druyun. 

The body of evidence suggests otherwise. We will hear testimony 
today regarding contracting officials who acted improperly and pos- 
sibly unethically and illegally. There is a record of e-mails on per- 
sonal attacks on me, my staff, and others who opposed the Boeing 
767 deal. Air Force lobbying against the Senate Commerce Com- 
mittee and the Armed Services Committee, exaggeration of the ex- 
tent of corrosion in the KC-135 tanker fleet, end runs on the au- 
thorizing committees, obfuscation, delay, and withholding of tanker 
acquisition documents. 

What is apparent is that the Air Force pulled out all the stops 
to get the Boeing tanker deal done and looked the other way when 
things were done wrongly, improperly. Similarly, this was done in 
the C-130J contract. The Air Force contracting officials and their 
leadership should never have acquired the C-130J using a commer- 
cial item acquisition strategy. They did it and it was done for 10 
years. 

But this is not just an Air Force problem. The defense acquisition 
anomalies go beyond the Boeing 767 tanker scandal and the C- 
130J program. Recently, the Army Secretary indicated that he 
would convert the “other transaction authority,” (OTA) agreement, 
to a Federal Acquisition Regulation (FAR)-based contract with pro- 
visions typically used to protect taxpayers’ interests and help pre- 
vent fraud, waste, and abuse. For whatever reason, these provi- 
sions were not included in the original OTA. 

We need true acquisition reform and recent contract conversions 
in the Army and the Air Force are only treating the symptoms. 

I do have some good news on this note. On April 6, 2005, the 
Airland Subcommittee of the Senate Armed Services Committee 
heard testimony which confirmed that the Air Force acquired the 
C-130J heavy lift aircraft as a “commercial item.” In so doing, the 
Air Force bargained away its ability to get cost and pricing infor- 
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mation that would have assured that it was acquiring this aircraft 
at a fair and reasonable price. As a result, the Air Force obtained 
an aircraft that failed to meet contract specifications and was in- 
capable of performing its intended mission, at a dramatically high- 
er than expected cost. I am happy that Acting Secretary 
Dominguez and Chief of Staff of the Air Force Jumper indicated 
they shared these concerns and they informed me that the Air 
Force would convert the C-130J “commercial item” procurement 
contract to a traditional military item procurement contract. I am 
very pleased that the Air Force is going to take this action. 

I would also point out that the Army’s agreement to change from 
OTA to the regular procurement procedures is also laudatory. 

We need to examine the whole procurement process as it works 
today in the DOD and the recent Air Force scandal is a glaring ex- 
ample of management and oversight failure, perhaps oversight fail- 
ure on the part of Congress. Today’s hearing will help us under- 
stand the depth and breadth of the problem and demonstrate the 
need for reform. 

Senator Lieberman. 

STATEMENT OF SENATOR JOSEPH I. LIEBERMAN 

Senator Lieberman. Thanks, Mr. Chairman. Thanks for not only 
calling this hearing today, but for the decisive role that you played 
in bringing to light this series of financial, management, ethical, 
and ultimately legal failures associated with the Air Force tanker 
lease proposal and other recent acquisitions. Your tenacity on this 
issue may have surprised some in the Air Force, but those of us 
who have worked closely with you on other matters know that it 
was not surprising, but it is typical of the dedication that you have 
shown on matters of national interest, and I congratulate you for 
what you uncovered here. 

Today we are going to hear from some of the people who are di- 
rectly involved or represent the Service directly involved. Details of 
the contracts particularly at issue continue to be the subject of re- 
view. I want to focus here on another question, maybe a broader 
question, which is what we learned from this, as you have said in 
your opening statement, and what went wrong in the Air Force ac- 
quisition process that made it possible for these abuses to occur. 

In this regard, I think it is important to note not only that Ms. 
Druyun has been found guilty of illegal behavior, corrupt practices, 
but also that she was not solely or even primarily responsible for 
many of the significant problems with the Air Force tanker lease 
proposal. For example, it was not Ms. Druyun who reversed the 
findings of the Air Force’s 2001 tanker economic service life study 
without obtaining new information or undertaking a new review. It 
was not Ms. Druyun who resisted conducting a formal analysis of 
alternatives, as the DOD does with other major programs, to deter- 
mine the best approach to meeting the Department’s tanker needs. 

It was not Ms. Druyun who failed to develop required system en- 
gineering documents and testing plans and insisted that require- 
ments documents be tailored to the aircraft available from a spe- 
cific contractor. It was not Ms. Druyun who insisted on pursuing 
a leasing approach even when multiple independent reviews deter- 
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mined that leasing the aircraft would be between $2 billion to $6 
billion more expensive than purchasing them. 

These questionable acquisition decisions were all made higher up 
within the Air Force. What I find most troubling is that none of 
these questionable decisions appear to have met with any resist- 
ance at all from anywhere in the Air Force acquisition organiza- 
tion. We have an alphabet soup of independent organizations — Of- 
fice of Management and Budget (0MB), Congressional Budget Of- 
fice (CBO), GAO, Congressional Research Service (CRS), Institute 
for Defense Analyses (IDA), National Defense University (NDU), 
DOD, Inspector General (IG), Program Assessment and Evaluation 
(PA&E) — all of which found major problems with the tanker lease 
proposal. Yet, after reviewing thousands of Air Force e-mails, our 
staffs have yet to find a single criticism or concern raised from in- 
side the Air Force itself. That raises a profound systemic question, 
which is, what has happened to the acquisition organization of the 
Department of the Air Force? Why is it that this acquisition organi- 
zation failed to raise a single criticism or concern about a proposed 
tanker lease that every independent review found to be seriously 
flawed, and why did that same acquisition organization acquiesce 
in Ms. Druyun’s decisions to alter specifications and revise con- 
tractor evaluations in a manner that tainted at least two other 
major procurements? Has the Air Force acquisition organization 
lost the capacity to exercise independent judgment and raise con- 
cerns about questionable acquisition decisions? I know these are se- 
rious questions, but the facts in these matters demand that those 
questions be asked. 

Mr. Chairman, we have cut the DOD acquisition workforce by 
half over the last 15 years. These cuts continued even after the pro- 
curement holiday of the early 1990s came to an end and even after 
the global war on terrorism brought record levels of procurement 
expenditures. We have made these cuts, I am afraid, in a hap- 
hazard way, without giving consideration to the recruitment, train- 
ing, and career-building needed to ensure the ongoing vitality of 
our acquisition organizations. 

As a result, I am concerned that we may have stopped building 
the kind of strong, experienced senior leaders that we need to 
interact with industry and their own leadership when necessary to 
protect the interests of the DOD and the taxpayers of the United 
States. 

This is not a problem that will be easy to address. It obviously 
could take some period of time to rebuild the acquisition expertise 
for which the Air Force was known a decade ago. It will take a 
commitment to human capital planning, both in the Air Force and 
perhaps in other Services as well. Getting it right may require us 
to re-structure Air Force organizations and career paths, but we 
must get it right if we are going to avoid future abuses and ensure 
that the taxpayers’ dollars are well spent as we fulfil our constitu- 
tional responsibility to provide for the common defense. 

I look forward to the testimony of our witnesses and again, Mr. 
Chairman, I thank you for your leadership. 

Senator McCain. Thank you. 

Senator Chambliss. 
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Senator Chambliss. No opening statement, Mr. Chairman. 
Thank you. 

Senator McCain. Thank you. 

I want to thank the witnesses for appearing here today. Mr. 
McNulty, it is a little unusual to have a witness such as you before 
this committee and I thank you for taking the time from your busy 
schedule to be here. I felt that it would be of interest to the com- 
mittee to know about your activities in addressing this issue. 

We have Senator Warner here, the distinguished chairman. I am 
sorry I did not see him. Would you care to make a statement? 

Senator Warner. I would just simply say, Mr. Chairman, I want 
to associate myself with your opening statement and that of the 
ranking member. I think back to a reprogramming action that was 
working its way through Congress. Three committees out of the 
four approved it and it landed on my desk, and I consulted with 
my colleague Senator McCain and we made a joint decision that 
this committee would not go along with that reprogramming. As a 
consequence, the events that took place with regard to this contract 
we all know well and we are here today. 

Mr. Chairman, I also draw to the attention of the committee a 
letter that you and others sent to the Secretary of Defense in No- 
vember asking for a review by the Inspector General of all these 
matters. I would hope today that perhaps he could comment on the 
timing of that work that we requested. 

I join in welcoming my friend Mr. McNulty, the United States 
Attorney for the Eastern District of Virginia — a Warner appointee, 
I might add. But he and I have been discussing the work that he 
is doing independently of Congress and it is a very valuable inquiry 
into the overall procurement process. 

I thank the chairman. 

Senator McCain. Your testimony is already tainted, Mr. McNul- 
ty. [Laughter.] 

Thank you for appearing with us and thank you for the effort 
that you are making in helping us address these situations that 
have arisen. Please proceed. 

STATEMENT OF HON. PAUL J. McNULTY, UNITED STATES 
ATTORNEY FOR THE EASTERN DISTRICT OF VIRGINIA 

Mr. McNulty. Thank you. Senator. I appreciate this honor to be 
here today to describe what is going on in Eastern Virginia. It is 
especially nice to be here with my home State Senator and some- 
one who has been very influential in my opportunity in the Eastern 
District of Virginia. 

I would be remiss if I did not thank this committee for its work 
with regard to procurement fraud and government contract fraud 
and waste. For those of us in law enforcement, you have set a 
standard that has helped us a great deal. It has brought issues to 
the attention of investigators. It has raised the bar and kept it 
high. That kind of atmosphere makes it much easier for us in law 
enforcement to pursue these cases. So thank you for the efforts and 
again for the honor to be here. 

I want to describe very briefly the Eastern District of Virginia’s 
Procurement Fraud Working Group. The Procurement Fraud 
Working Group is the result of two realities that have come into 
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sharper focus in recent months. The first reality is that at this crit- 
ical time in the life of our country our national defense and home- 
land security resources are especially precious, and criminals who 
cheat must be identified, stopped, and punished. Frankly, more 
procurement means more opportunity for fraud. We must ensure 
that our fighting men and women are getting well-made weapons 
and equipment and that the taxpayers are getting their money’s 
worth when government buys goods and services. Our recent pros- 
ecution of former Air Force official Darleen Druyun and former 
Boeing Chief Financial Officer Michael Sears indicated to me, as 
well as many others, how strongly the public feels about this issue. 

The second reality is that Eastern Virginia is home to an ever- 
increasing number of government contractors providing highly ben- 
eficial goods and services to the Federal Government. In addition, 
many of the government’s national security assets and contracting 
offices and agencies are located in Eastern Virginia. We are the 
home of the Pentagon and the Central Intelligence Agency (CIA) 
and the extensive naval interests down in the Tidewater region. 

The law enforcement community in this region must do all it can 
to strengthen the integrity of the procurement system. An ener- 
gized and well-coordinated law enforcement effort that includes a 
broad group of investigative agencies is critical. 

For these reasons, we established an initiative to promote the 
early detection, prosecution, and prevention of procurement fraud. 
In partnership with various law enforcement agencies and inspec- 
tor general offices, I have formed the Procurement Fraud Working 
Group. This working group will concentrate on Federal law enforce- 
ment efforts to combat procurement fraud. 

Now, the focus, Mr. Chairman, is on investigating and pros- 
ecuting, and by doing that, achieving deterrence. I was talking to 
a friend the other day who is a government contractor and he said 
to me, “Congratulations on this recent prosecution; we have all 
taken notice of it and have reviewed what we are doing.” This is 
an area where deterrence really does make a difference. 

Procurement fraud is a broad term. It is a broad concept and it 
includes product substitution, defective pricing or other irregular- 
ities in the pricing and formation of contracts, misuse of classified 
or other sensitive information, labor mischarging, accounting fraud, 
fraud involving foreign military sales, bribery, kickbacks, and eth- 
ical violations. 

Now, briefly on the Procurement Fraud Working Group. Some of 
the principal players on the working group are the Defense Crimi- 
nal Investigative Service (DCIS), Naval Criminal Investigative 
Service (NCIS), National Reconnaissance Office IG, Department of 
Homeland Security (DHS) IG, Department of State and Depart- 
ment of Transportation IGs, and other agencies I have listed in my 
written testimony. 

The working group provides a novel and much needed mecha- 
nism to encourage and facilitate the sharing of strategic informa- 
tion or strategies to prevent and detect procurement fraud. Some 
of the strategies the investigative agencies are using, are listed in 
my testimony as well. I wanted to mention two examples. 

NCIS, they are placing investigators, criminal investigators, in 
their contracting offices. They are embedding these agents in the 
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contracting offices in order to help contracting officials identify 
fraud more quickly and also to train them to do a better job them- 
selves, but to also alert investigators to those signs so the inves- 
tigations can begin more quickly. That is a good practice and it is 
the kind of practice that our working group has been able to facili- 
tate spreading to other agencies. 

Another strategy is something that the Defense Criminal Inves- 
tigative Service is doing: the enforcement efforts to detect ethical 
violations of conflict of interest by current and former agency offi- 
cials. They call this their Senior Official Project and it grew out of 
the Darleen Druyun circumstance. They are looking at those who 
have held significant positions involving contracting and what kind 
of recusals and contracts they handled and where they went after 
they left. That practice is something that other agencies I know 
have already modeled or repeated because they were impressed 
with the proactive nature of that investigative tactic. 

Now, also, this working group is assisting in coordinating inves- 
tigations. Some of the members of the working group historically 
have operated independently and without any formal means of 
sharing information relevant to procurement fraud enforcement. It 
is not unusual, for example, for two agencies to be pursuing the 
same target of a procurement fraud investigation without each oth- 
er’s knowledge. The working group will encourage both the con- 
centration of law enforcement resources and, in appropriate cases, 
the adoption of a task force approach to investigate the criminal or 
civil cases. 

We recently had our first working group meeting. At that meet- 
ing a number of ongoing investigations were identified and agen- 
cies that had a similar case spoke up and said, “Well, let us get 
together and work on that, let us see if we can combine our re- 
sources, let us compare notes.” 

The working group will meet periodically to facilitate this ex- 
change of information and coordination. We will continue to expand 
our membership to maximize the impact we can have on the pro- 
curement process. As I said, we have already had our first meeting. 
That first meeting went very well. There was an enthusiastic re- 
sponse from the agencies and it was very well attended. So I am 
encouraged by the response I received to this new initiative. 

So in conclusion, let me say, Mr. Chairman and members of this 
subcommittee, it is our hope that with the increased communica- 
tion among the participating agencies there will be greater collabo- 
ration in investigating this type of crime and there will be in- 
creased prosecutions of procurement fraud in the Eastern District 
of Virginia. An energetic and substantial attack on this criminal ac- 
tivity will send a strong message of deterrence to government offi- 
cials and the private sector. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. McNulty follows:] 

Prepared Statement by Paul J. McNulty 

Mr. Chairman and members of the subcommittee: As the United States Attorney 
for the Eastern District of Virginia, it is my privilege to appear before you today 
to discuss the initiative that my office has undertaken to increase the prevention 
and prosecution of fraud in the Federal procurement process. This is obviously an 
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extremely important topic, and I commend you, Mr. Chairman, for holding this 
hearing. 


I. INTRODUCTION 

At this critical time in the life of our country, our national defense and homeland 
security resources are especially precious, and criminals who cheat the Government 
must be identified, stopped and punished. It is imperative that we take action to 
detect, prosecute and deter those unscrupulous government contractors and corrupt 
government officials whose theft of critically needed resources threaten America’s 
safety and defense. We must ensure that our fighting men and women are getting 
well-made weapons and equipment and that the taxpayers are getting their money’s 
worth when the Government buys goods and services. 

Eastern Virginia is home to a large number of government contractors providing 
highly beneficial goods and services to the Federal Government. In addition, many 
of government’s national security assets and contracting offices and agencies are lo- 
cated in Eastern Virginia. The law enforcement community in this region must do 
all it can to strengthen the integrity of the procurement system. An energized and 
well coordinated law enforcement effort that includes a broad group of investigative 
agencies is critical, especially because the Federal Bureau of Investigation (FBI), 
which traditionally has played a significant role in combating procurement fraud, 
has shifted its resources away from this type of white collar crime since the events 
of September 11, 2001. 

For these reasons, I have established a procurement fraud initiative to promote 
the early detection, prosecution, and prevention of procurement fraud. In partner- 
ship with various Federal law enforcement agencies and Inspector General (IG) of- 
fices, I have formed the Procurement Fraud Working Group. This working group 
will concentrate on Federal law enforcement efforts to comhat procurement fraud. 
Through collaboration and exchange of ideas, the working group will make law en- 
forcement more effective in defeating, prosecuting and deterring procurement fraud. 

II. BACKGROUND 


The Challenge 

Part of the cost of keeping America safe from terror and combating threats at 
home and abroad is increased procurement. Many of the Government’s contracts are 
negotiated, signed or processed in Eastern Virginia because it is home to large pro- 
curement offices, including, among others, the Pentagon and Norfolk Naval Base, 
the largest navy base in the world. Moreover, many defense contractors and sub- 
contractors are located in Eastern Virginia or have offices here. In addition to in- 
creasing DOD contracts, these businesses are expanding operations to acquire and 
service contracts from the State Department, Department of Homeland Security 
(DHS), and other Federal agencies. For example, the President and Chief Operating 
Officer of one of DHS’s top 10 contractors recently announced the company’s intent 
to grow 15 percent each year. With increased procurement, including a rise in the 
outsourcing of particular services, there is also the potential for an increase in pro- 
curement fraud, which includes product substitution, defective pricing or other 
irregularities in the pricing and formation of contracts, misuse of classified or other 
sensitive information, labor mischarging, accounting fraud, fraud involving foreign 
military sales, bribery, kickbacks and ethical violations. 

As the potential for procurement fraud has increased, however, the agencies re- 
sponsible for investigating this crime remain relatively small. Defense Department 
investigative agencies. Inspectors General, and the Postal Inspectors are assigned 
enforcement responsibility for large geographical areas but have a limited number 
of agents. As I mentioned earlier, the FBI’s comparatively large resources are now 
principally devoted to counter-terrorism efforts. This circumstance places a greater 
burden on the United States Attorney’s offices to provide leadership and encourage 
greater law enforcement cooperation. 

The Eastern District of Virginia Track Record 

The Eastern District of Virginia (EDVA) has a proven track record of fighting con- 
tract fraud. 

Last year alone, our office obtained at least 15 convictions in cases involving pro- 
curement fraud. Dating back almost 20 years, our office played a pivotal role in “Op- 
eration 111 Wind,” which uncovered a major procurement fraud scandal. “Operation 
111 Wind” resulted in about 70 convictions, including the convictions of half a dozen 
major defense contractors, some smaller defense contractors, employees, consultants 
and approximately a dozen Government officials. Most were given sentences of in- 
carceration. The highest-ranking Government officials were an Assistant Secretary 
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of the Navy, a Deputy Assistant Secretary of the Navy and a Deputy Assistant Sec- 
retary of the Air Force. The defendants paid significant fines, restitution and civil 
settlements. Since “Operation 111 Wind,” EDVA has continued to prosecute major 
DOD fraud and corruption cases, including: 

• Darleen Dru3ain: She was a senior Air Force official, who obtained jobs 
with Boeing for her daughter, her daughter’s fiance, and herself while nego- 
tiating contracts with Boeing on behalf of the Air Force. Druyun claims to 
have given Boeing a “parting gift” by agreeing to a higher price than she 
believed appropriate for Boeing’s tanker aircraft. Boeing’s former Chief Fi- 
nancial Officer, Michael Sears, also pleaded guilty for his role in this scan- 
dal. 

• Robert Lee Neal, Jr., and Francis Delano Jones, Jr., were convicted of ex- 
tortion, bribery, money laundering and other crimes in 2003. Neal and 
Jones were senior DOD officials who used their official positions to obtain 
bribes, extortion payments and gratuities. 

• Kevin Hawkins: He accepted over $47,000 in bribes for his participation 
in a scheme to use DOD International Merchant Purchase Authority Card 
(IMPAC) credit cards to make over $200,000 in fictitious purchases for the 
Pentagon. 

• Bobby Gilchrist: He received over $200,000 in bribes for his participation 
in a credit card scheme, resulting in $400,000 in Government losses. 

• The Ebersole dog case, focused on fraudulent procurements involving un- 
trained bomb detection dogs used by the Internal Revenue Service (IRS), 
State, Federal Reserve, and Federal Emergency Management Agency 
(FEMA). 

• The case against Jeffrey Bochesa, and several others, involved $300,000 
in gratuities and a $1.33 million fraud committed by Bochesa and his com- 
pany in connection with a National Reconnaissance Office subcontract. 

• The Dutta case involved more than $800,000 in overcharging on United 
States Agency for International Development (USAID) contracts. 

• The Photogrammetrics case involved more than $500,000 of overcharges 
on major Department of Transportation (DOT) road projects in Northern 
Virginia. 

• Northrop Grumman paid $60 million in connection with defective pricing 
on a major DOD contract in Norfolk. 

III. Description of the Initiative 

In an effort to address the problem of procurement fraud, the United States Attor- 
ney Office (USAO) in EDVA, in partnership with a large segment of the Federal law 
enforcement community, has formed the Procurement Fraud Working Group. Some 
of the principal players on the Working Group are the Defense Criminal Investiga- 
tive Service, Naval Criminal Investigative Service, National Reconnaissance Office- 
IG, DHS-IG, Department of State-IG and Department of Transportation-IG.^ This 
working group will provide a novel and much needed mechanism to encourage and 
facilitate the sharing of strategies to prevent and detect procurement fraud and in- 
formation associated with targets of procurement fraud investigations. Some mem- 
bers of the working group historically have operated independently and without any 
formal means of sharing information relevant to procurement fraud enforcement. In- 
deed, it is not unusual, for example, for two agencies to be pursuing the same target 
of a procurement fraud investigation, without the other agency’s knowledge. The 
working group will encourage both the concentration of law enforcement resources, 
and, in appropriate cases, the adoption of a “task force” approach to investigating 
criminal and civil cases. 

In addition, the working group will assist participant agencies in developing new 
strategies to combat procurement fraud. Some of the working group participants al- 
ready have adopted strategies that we believe must be shared. Examples of these 
strategies include the following: 

• Collaboration between special agents and prosecutors at early stages of 
procurement fraud investigations to assure successful prosecutions and civil 
recoveries. 


1 Notwithstanding its shift in priorities towards counter-terrorism, the FBI will participate on 
the task force in a limited capacity. Other agencies that will participate on the working group 
include the National Science Foundation-OIG, Department of Treasury-OIG, Coalition Provi- 
sional Authority-OIG, IRS, Air Force Office of Special Investigations, NASA-OIG, Department 
of Education-OIG, Department of Interior-OIG, General Services Administration-OIG, Army- 
CID, Department of Commerce-OIG, CIA-OIG, and Department of Veterans Affairs-OIG, among 
others. 
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• Education of Government contracting officers, program managers and 
other agency personnel on issues relating to the detection and prevention 
of procurement fraud. 

• Placement of agency investigators at major procurement offices to work 
with agency employees who are directly involved in the negotiation of Gov- 
ernment contracts. 

• Use of computer data-mining and other programs to uncover and detect 
procurement fraud. 

• Enhanced efforts to detect ethics violations and conflicts of interest by 
current and former agency officials. 

• Improved training of special agents and auditors to assist them in con- 
ducting investigations of procurement fraud, bribery and conflicts of inter- 
est. 

The working group will meet periodically to facilitate exchange of information and 
ideas. The working group also will continue to expand its membership to maximize 
positive impact on the procurement process. 

IV. CONCLUSION 

In short, it is our hope that with increased communication among the participant 
agencies, there will be greater collaboration in investigative efforts and increased 
prosecutions of procurement fraud in the Eastern District of Virginia. An energetic 
and substantial attack on this criminal activity will send a strong message of deter- 
rence to Government officials and the private sector. 

Again, Mr. Chairman, we appreciate your support in this endeavor. I would be 
pleased to answer any questions you may have. Thank you. 

Senator McCain. Thank you very much. 

Mr. Schmitz, welcome back. 

STATEMENT OF HON. JOSEPH E. SCHMITZ, INSPECTOR 
GENERAL, DEPARTMENT OF DEFENSE 

Mr. Schmitz. Thank you, Mr. Chairman, Senator Lieberman, 
Chairman Warner, Senator Chambliss. Thanks for another oppor- 
tunity within a week to testify before the subcommittee and to ad- 
dress your questions regarding Air Force acquisition oversight. I 
will also discuss briefly today our related work on commercial con- 
tracting practices for defense system procurement, which I under- 
stand is of concern to the subcommittee as well. I would ask that 
my complete statement be introduced. 

Senator McCain. Without objection. 

Mr. Schmitz. On March 29 , 2004, we issued a report on the ac- 
quisition of the Boeing KC-767 Alpha tanker aircraft, in which we 
concluded, among other findings, that at the time, the proposed 
tanker contract, as negotiated, was not a good deal for the DOD or 
for the American taxpayers. It was our judgment that the Air Force 
used a procurement strategy that demonstrated neither best busi- 
ness practices nor prudent acquisition procedures to provide ac- 
countability for the expenditure of $23.5 billion for the KC-767 
tanker program. Therefore, we recommended that the Under Sec- 
retary of Defense for Acquisition, Technology, and Logistics not 
proceed with the program until he resolved the issues pertaining 
to the procurement strategy, acquisition procedures, and statutory 
requirements. 

The criminal investigative component of the Office of Inspector 
General, known as the Defense Criminal Investigative Service 
(DCIS), has led the investigations of Darleen Druyun, the former 
Principal Deputy Assistant Secretary of the Air Force for Acquisi- 
tion and Management, and Michael Sears, the former Boeing Chief 
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Financial Officer, together with the Federal Bureau of Investiga- 
tions (FBI) and the U.S. Attorney. 

Both of these officials have since pled guilty to various Federal 
crimes associated with conflicts of interest. Ms. Druyun’s admis- 
sions implicated several other Air Force contracts and we continue 
to assist the U.S. Attorney for the Eastern District of Virginia, to 
my right, and Department of Justice with the criminal and civil 
litigation aspects of this ongoing matter. 

On November 19, 2004, Senate Armed Services Committee 
Chairman Warner, Ranking Member Levin, and Senator McCain 
requested that my office conduct an accountability review of the 
KC-767 Alpha Tanker Program to determine “what happened, who 
was accountable, and what actions must be taken to prevent this 
situation from happening again.” 

To determine what happened, when, and what individuals were 
in key positions, we developed a time line with an accompanying 
narrative that shows significant events for the tanker lease pro- 
posal before and after Ms. Druyun ended her employment with the 
Air Force in November 2002. To determine who made or should 
have made decisions on the Tanker Program, we are reviewing pro- 
gram documentation, including e-mails, from the Office of Sec- 
retary of Defense, Department of the Air Force, Office of Manage- 
ment and Budget, Congressional Budget Office, and the Boeing 
Company. 

In addition, we have conducted 93 interviews with military and 
civilian officials involved with the Tanker Program. We plan to re- 
port out by the end of this month. At that time, we will include our 
recommendations. 

In the February 11, 2005, memorandum, Michael Wynne, at the 
time the acting Under Secretary of Defense for Acquisition, Tech- 
nology, and Logistics, referred to us for further review eight Air 
Force contracts which had involved Ms. Druyun. We identified two 
additional contracts for review and, in addition, we are reviewing 
two classified contracts previously referred to us by the acting 
Under Secretary. 

In July 2004 we reported that the Air Force conditionally accept- 
ed 50 C-130J aircraft at a cost of $2.6 billion even though none of 
the aircraft met commercial contract specifications or operational 
requirements. This was the subject of my testimony last week. As 
a result of our initial report, the government fielded C-130J air- 
craft that could not perform the intended mission. That was our 
finding. This was the subject, as I said in my testimony last 
Wednesday and I will not belabor it any further today. 

In April 2004, we reported that Ms. Druyun and other senior Air 
Force managers did not use appropriate contracting procedures, as 
specified in the Federal Acquisition Regulations, to determine price 
reasonableness when they negotiated a $1.3 billion NATO AWACS 
contract with Boeing in September of 2002. 

A January 1993 DOD Inspector General report titled “Govern- 
ment Actions Concerning McDonnell Douglas Corporation During 
1990,” identified five Air Force officials, including Ms. Druyun, as 
culpable for improper progress payments to McDonnell Douglas on 
the C-17 program. Resulting “improper contracting actions reduced 
financial risk on the C-17 program by $1.6 billion and created the 
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false appearance of program success.” The Air Force subsequently 
disciplined all of the officials identified in my predecessor’s report 
except for Ms. Druyun. 

We began an audit of the Air Force source selection process for 
the small diameter bomb in June 2004 in response to a referral 
from our investigators. On November 10, 2004, Lockheed Martin 
filed a protest with the GAO relating to the small diameter bomb 
development and demonstration contract award to Boeing, and in 
a decision issued on February 18, 2005, GAO sustained the Lock- 
heed Martin protest. That contract will now be recompeted. 

We have two related ongoing audits of Air Force procurement 
practices. However, both audits have been suspended because of 
ongoing base realignment and closure support work and other oper- 
ational priorities. The first audit, when we resume it, will evaluate 
the adequacy of management oversight exercised by each Service 
Acquisition Executive over major acquisition programs. The second 
audit will evaluate commercial contracting practices for procuring 
defense systems and will determine whether or not procurement of- 
ficials have been complying with Federal Acquisition Regulations 
when procuring defense systems or other subcomponents. 

This concludes my oral statement. I will be happy to answer any 
questions you may have. 

[The prepared statement of Mr. Schmitz follows:] 

Prepared Statement by Hon. Joseph E. Schmitz 

Mr. Chairman and members of the Airland Subcommittee: Thank you for the op- 
portunity to appear before the committee today and to address your questions re- 
garding Air Force acquisition oversight. I will also discuss related work on commer- 
cial contracting practices for major Defense system procurements which I under- 
stand is of concern to the committee. 

audit of the acquisition of the BOEING KC-767A TANKER AIRCRAFT 

We conducted an audit of the Air Force’s planned acquisition of Boeing KC-767A 
Tanker Aircraft, and — based on the audit findings I am about to explain — rec- 
ommended that the Under Secretary of Defense for Acquisition, Technology, and Lo- 
gistics, either: 

• proceed with the sole-source acquisition of 100 or fewer tanker aircraft, 
but only after implementing audit recommendations to resolve contracting 
and acquisition issues; 

• initiate a new major defense acquisition program based on the results of 
the ongoing analysis of alternatives for military tanker aircraft; or 

• implement a mix of the first two options. 

Section 8159 of the Department of Defense Appropriations Act for Fiscal Year 
2002, authorized the Air Force to make payments under a multiyear pilot program 
to lease general purpose Boeing 767 aircraft in commercial configuration. Because 
of concerns over the cost to lease 100 tanker aircraft, Congress then authorized the 
Air Force in Section 135 of the National Defense Authorization Act for Fiscal Year 
2004 to lease no more than 20 tanker aircraft and purchase no more than 80 tanker 
aircraft. 

Using the congressional authority, the Air Force finalized negotiations with Boe- 
ing in December 2003 to lease 20 KC-767A tanker aircraft and procure 80 tanker 
aircraft using noncompetitive fixed-price commercial contracts. Because of revela- 
tions by The Boeing Company (Boeing) in November 2003 concerning apparent im- 
proprieties by two of the company’s executives, the Deputy Secretary of Defense 
placed the Boeing KC-767A Tanker Program on hold until our review and two other 
studies were completed. On March 29, 2004, we issued Inspector General Report No. 
D-2004-064, “Acquisition of the Boeing KC-767A Tanker Aircraft,” in which we 
concluded, among other findings, that at the time, the proposed Boeing KC-767A 
tanker contracts as negotiated and the acquisition strategy were not a good deal for 
the Department of Defense (DOD), or for the taxpayers. 
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Commercial Item Procurement Strategy 

Strongly encouraged by Air Force management including Ms. Druyun, the Air 
Force contracting officer decided to use a commercial item procurement strategy for 
the sole-source Boeing KC-767A Tanker Program with Boeing. However, contrary 
to the Air Force interpretation, we found that a military tanker aircraft is not a 
commercial item as defined in section 403 of title 41, United States Code. The Air 
Force contracting officer, in making the commercial item determination, inappropri- 
ately determined that modifications of the Boeing 767 aircraft were of a minor type 
not customarily available in the commercial marketplace. The modifications made 
to develop the Boeing 767A tanker aircraft were not minor, were for unique mili- 
tary-specific purposes, and cost 65.8 percent of the base commercial aircraft price. 
In addition, the modifications significantly changed the aircraft’s primary purpose 
and function from that of transporting people and cargo in a civil context to that 
of a military tanker. Furthermore, there is no commercial market to establish rea- 
sonable prices by the forces of supply and demand. The commercial item procure- 
ment strategy also required that the Air Force use a fixed-price type contract rather 
than a more appropriate mix of cost and fixed-price incentive type contracts. The 
commercial strategy also exempted Boeing from the requirement to submit cost or 
pricing data (Truth in Negotiations Act [section 2306a of title 10, United States 
Code]), which places the Government at high risk for paying excessive prices and 
profits and precludes good fiduciary stewardship and oversight of congressionally 
appropriated DOD funds. 

The Air Force stated that Federal Acquisition Regulation (FAR) Part 16.202-2 
provides that use of a firm-fixed-price contract is suitable for acquiring commercial 
items or for acquiring other supplies or services on the basis of reasonably definite 
functional or detailed specifications when the contracting officer can establish fair 
and reasonable prices. Price reasonableness under FAR 16.202-2 can be established 
by a number of different methods including reasonable price comparisons with prior 
purchases of the same or similar supplies or services. FAR 16.202-2 permits the use 
of fixed-price contracts notwithstanding performance uncertainties as long as the 
performance uncertainties can be identified and reasonable estimates of their cost 
impact can be made, and the contractor is willing to accept a firm fixed price rep- 
resenting assumption of the risks involved. 

We believe that by using fixed-price contracts, the Air Force created a high-risk 
procurement strategy for the development, modification, procurement, and logistics 
support of the Boeing KC-767A Tanker Program. As to the Boeing KC-767A Tanker 
Program, a fixed-price commercial contract may be appropriate for the basic Boeing 
767-200ER aircraft, but a cost or fixed-price incentive contract would be more ap- 
propriate for the initial Boeing KC-767A tanker aircraft development, modification, 
and logistics support efforts. 

Using the commercial item procurement strategy, the Air Force did not have suffi- 
cient data to make multi-billion dollar decisions for the Boeing KC-767A Tanker 
Program and could not demonstrate the level of accountability needed to conclude 
that the prices negotiated represent a fair expenditure of DOD funds. 

Acquisition Strategy 

The Air Force used Section 8159 of the Department of Defense Appropriations Act 
for Fiscal Year 2002 as its acquisition strategy for the Boeing KC-767A tanker air- 
craft. The focus and goal of using this informal acquisition strategy was to expedi- 
tiously lease 100 Boeing KC-767A tanker aircraft. By not treating the acquisition 
of the Boeing KC-767A tanker aircraft as an acquisition program, the Air Force dis- 
regarded best business practices, prudent acquisition procedures, and compliance 
with statutory provisions for testing. Without a disciplined acquisition strategy, the 
Air Force cannot assure the warfighter that Boeing will deliver KC-767A tanker 
aircraft that will satisfy operational requirements. 

Specifically, the operational requirements document (ORD) for the tanker did not 
require that the first 100 Boeing KC-767A tanker aircraft acquired meet require- 
ments in the Mission Needs Statement for “Future Air Refueling Aircraft.” Instead, 
the Air Force planned to address the requirements through an evolutionary acquisi- 
tion strategy in three spirals. In doing so, the negotiated contract for the first 100 
tanker aircraft did not include the key performance parameter for interoperability. 
By not including the interoperability key performance parameter in the negotiated 
contract, the Air Force may not achieve the objectives of the remaining key perform- 
ance parameters because of their dependency on interoperability requirements. In 
addition to not meeting tanker aircraft interoperability requirements, the first 100 
tanker aircraft would not have met warfighter requirements for: 

• refueling multiple aircraft simultaneously; 
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• conducting secondary missions, such as combined cargo/passenger trans- 
portation and aeromedical evacuation; 

• self-protective measures (including armor protection); and 

• electromagnetic pulse protection. 

Also, systems engineering requirements were not fully developed. Among the sys- 
tems engineering requirements not fully developed were: 

• a performance metric for verif3dng the satisfaction of the 40-year service 
life requirement while operating 750 hours per year; 

• inclusion of corrosion prevention and control requirements in the system 
specification; and 

• inclusion of ORD requirements for interoperability, combat identification, 
and secure communications in the system specification. 

Further, Air Force plans for conducting operational and survivability testing of 
the Boeing KC-767A tanker aircraft did not comply with statutory requirements in 
sections 2366 and 2399 of title 10, United States Code. The statutes require that 
systems under development may not proceed beyond low-rate initial production, nor- 
mally 10 percent of the total production quantity, before operational tests determine 
the effectiveness and suitability of the system (section 2399 of title 10) and surviv- 
ability testing of the system (section 2366 of title 10) are completed. As planned, 
the dedicated operational and survivability testing of the Boeing 767A tanker air- 
craft would not occur until 3 years after the award of the contracts for the lease 
of 20 tanker aircraft and the procurement of 80 tanker aircraft. The Director, Oper- 
ational Test and Evaluation has also taken the position that the required testing 
should be accomplished before the Air Force proceeds with the full-rate production 
decision for the 80 tanker aircraft. 

BOEING KC-767A TANKER LEASE CRIMINAL INVESTIGATION 

The criminal investigative component of the Office of Inspector General, known 
as the Defense Criminal Investigative Service (DCIS), has led the investigations of 
Darleen Druyun, the former Principal Deputy Assistant Secretary of the Air Force 
for Acquisition and Management and Michael Sears, the former Boeing Chief Finan- 
cial Officer, both of whom have since pled guilty to Federal crimes associated with 
conflicts of interest. As the result of interviews conducted with Ms. Druyun during 
the course of the investigation, Ms. Druyun also admitted to improperly influencing 
other contracts and stated she was not objective while negotiating several Depart- 
ment of Defense programs. These admissions implicated the C-17 Multi-Year Pro- 
curement, a North Atlantic Treaty Organization (NATO) Airborne Warning and 
Control System (AWACS) equitable adjustment, the Small Diameter Bomb contract, 
the C-130 Avionics Modernization Program, and the proposed KC-767 tanker lease. 
Several of these admissions were incorporated into Ms. Druyun’s supplemental 
statement of facts and resulted in an increase of her sentence guidelines range. We 
continue to assist the U.S. Attorney for the Eastern District of Virginia and Depart- 
ment of Justice with the criminal and civil litigation aspects of this investigation. 

DOD Office of the Inspector General (OIG) has also led and continues to partici- 
pate in the investigation of the theft of Lockheed Martin Corporation proprietary 
documents relating to the evolved expendable launch vehicle (EELV) program by 
persons who later went to work for Boeing and delivered the documents to Boeing 
managers. Three Boeing divisions were suspended from Government contracting for 
a period of time by the Air Force as a result of our EELV investigation. 

KC-767A TANKER PROGRAM ACCOUNTABILITY REVIEW 

Request from the Senate Armed Services Committee 

On November 19, 2004, Senate Armed Services Committee Chairman Warner; 
Ranking Member Levin; and Senator McCain sent a letter to the Secretary of De- 
fense requesting that the DOD IG conduct an accountability review of all members 
of the DOD and the Department of the Air Force, both military and civilian, who 
participated in structuring and negotiating the proposed lease contract for the KC- 
767A tanker aircraft program, including the then-Secretary of the Air Force and the 
then-Assistant Secretary of the Air Force (Acquisition). Specifically, the account- 
ability review should determine “what happened, who was accountable, and what 
actions must be taken to prevent this situation from happening again.” 

We plan to issue our report by April 30, 2005. At that time, we will include rec- 
ommendations. 
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DOD OIG REVIEW OF CONTRACTS REFERRED BY ACTING UNDER SECRETARY OF DEFENSE 
FOR ACQUISITION, TECHNOLOGY, AND LOGISTICS 

In a February 11, 2005, memorandum, Michael Wynne, Acting Under Secretary 
of Defense for Acquisition, Technology and Logistics, referred eight Air Force con- 
tracts involving actions of Darleen Druyun to DOD OIG for review. Mr. Wynne had 
previously referred to us two unidentified classified contracts for review. All of these 
contracts are Air Force contracts that were identified during the course of an inter- 
nal study commissioned by the acting Under Secretary in November 2004. A se- 
lected team led by Sallie Flavin, Deputy Director, Defense Contract Management 
Agency conducted the internal study. This team reviewed specific acquisition actions 
involving Ms. Dru3ain over the course of the time that she was Principal Deputy 
Assistant Secretary of the Air Force for Acquisition and Management. The acquisi- 
tion actions identified for review were source selection decisions. Acquisition Strat- 
egy Panel (ASP) decisions, revisions to Acquisition Strategy Reports during or after 
ASP approvals, award fee determinations, equitable adjustments, actions involving 
contested payments to contractors, contract restructures, contract extensions, and 
contract litigation. Excluded from the study were acquisition actions already under 
review by another Government body. 

Specifically, 407 acquisition actions were reviewed that Ms. Druyun had been in- 
volved with from 1993 through 2002. These actions included approvals of Justifica- 
tion and Approvals for other than full and open competition, source selection deci- 
sions, negotiation decisions, and award fee determinations. As a result of this re- 
view, eight actions were identified as requiring additional scrutiny. Specifically, 
these eight actions are: 

• National Polar-orbiting Operational Environmental Satellite System — 

Conical Microwave Imager Sensor (Contract F04701-01-C-0502); 

• C-5 Avionics Modernization Program — (Contract F33657-98-C-007/006); 

• Financial Information Resource System (FIRST) — (Contract FA877-01- 

CO-0020); 

• C-22 Replacement Program (C-40) — (Contract F33657-00-C-0056); 

• 60 K Tunner Program; 

• KC-135 Programmed Depot Maintenance (Contract F42620-98-D-0054); 

• F-16 Mission Training Center (Contract F33657-99-D-2025); and 

• C^O Lease & Purchase Program (Contract F33657-02-C-0017). 

We have identified an additional procurement action on the Joint Primary Air- 
craft Trainer System (J-PATS) program. We are in the process of reviewing the de- 
tailed documentation obtained by the study team on each of the contracts identified. 
Our auditors are currently coordinating with our investigators on the eight con- 
tracts because of the nature of the issues involved and will be assigning internal 
responsibility for addressing those issues. We are also reviewing additional items as- 
sociated with the C-130J program. 

C-130J AIRCRAFT 

In July 2004, we reported that the Air Force conditionally accepted 50 C-130J air- 
craft at a cost of $2.6 billion even though none of the aircraft met commercial con- 
tract specifications or operational requirements. As a result, the Government fielded 
C-130J aircraft that could not perform the intended mission. 

The Air Force initially contracted for two C-130J aircraft in 1995 through a modi- 
fication to a 1990 contract for C-130H aircraft. The Air Force undertook to buy the 
C-130J as a commercial item, which limited cost oversight by the Government. Fur- 
ther, FAR Part 12.208 “Contract quality assurance” requires that contracts for com- 
mercial items shall rely on contractors’ existing quality assurance systems as a sub- 
stitute for Government inspection and testing before tender for acceptance. As of the 
time of our audit, the contractor had been unable to deliver a specification compliant 
aircraft. 

The Air Force’s commercial justification included, in part, that there was a 95 per- 
cent commonality between the C-130J and the civilian commercial version of the 
plane and that modifications from the commercial version would be minor. The Air 
Force could not provide evidence supporting its claims. In fact, the Air Force ac- 
knowledged that the C-130J included features not customarily available in the com- 
mercial marketplace including aerial delivery (cargo and paratroop), defensive sys- 
tems, secure voice communication, night vision imaging, and satellite communica- 
tion. The Air Force also acknowledged at the time of the audit that no commercial 
version (L-IOOJ) of the C-130J currently existed and no sales of the I^IOOJ had 
been made to the public. A web site cited by the Air Force in its comments to a 
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draft of our report showed that the L-lOO J “would be a commercial derivative” of 
the C-130J. 

NATO AWACS MID-TERM MODERNIZATION PROGRAM “GLOBAL SOLUTION” 

In April 2004, we reported that senior level Air Force managers did not use ap- 
propriate contracting procedures as specified in the Federal Acquisition Regulation 
when they negotiated the NATO AWACS Global Solution with the Chief Executive 
Officer of Boeing Integrated Defense Systems in September 2002. The report identi- 
fied those senior level managers as Darleen Druyun, who at the time was Principal 
Deputy Assistant Secretary of the Air Force for Acquisition and Management; the 
Chairman of the NATO Airborne Early Warning and Control Program Management 
Agency Board of Directors); and the NATO Airborne Early Warning and Control 
Program Management Agency General Manager. Specifically, Ms. Druyun and other 
managers did not determine whether the $1.32 billion NATO AWACS negotiated 
price was fair and reasonable because they did not use an independent Government 
cost estimate, did not use: (1) an integrated product team to analyze the Boeing pro- 
posed statement of work, including a technical evaluation of labor hours and labor 
mixes; (2) audit assistance to review direct and indirect labor rates; and (3) weight- 
ed guidelines to establish reasonable profit and share ratios. 

DRUYUN ACTIONS ON THE C-17 PROGRAM 

A January 1993 DOD OIG report, “Government Actions Concerning McDonnell 
Douglas Corporation During 1990,” identified five Air Force officials, including Ms. 
Druyun, as culpable for improper progress payments to McDonnell Douglas on the 
C-17 program. The report recommended that the Secretary of the Air Force take 
appropriate disciplinary action against Ms. Druyun and the others relating to ac- 
tions to implement an Air Force “plan of action to provide financial assistance to 
[McDonnell Douglas Corporation (MDC)] during August through December 1990.” 
Resulting “improper contracting actions reduced [MDC] financial risk on the C-17 
program by $1.6 billion and created the false appearance of [program] success. . . .” 

The Air Force subsequently disciplined four of those officials, but exonerated Ms. 
Druyun. Further review by the Secretary and Deputy Secretary of Defense “con- 
cluded that punishment of Mrs. Druyun was not appropriate.” A 1993 letter from 
Senator Grassley to then Secretary of Defense Aspin objected to the purported Air 
Force exoneration and promotion of Druyun “1 month after the [DOD] Inspector 
General recommended that she be disciplined for improper or illegal behavior,” in 
response to which then Under Secretary of Defense Deutch responded to Senator 
Grassley, “You may be assured that we would not retain Mrs. Druyun in her 
present position if we felt it would jeopardize the integrity of defense acquisition.” 

SMALL DIAMETER BOMB 

We began an audit of the Air Force source selection process for the small diameter 
bomb (SDB) (Project No. D2004CH-0164) in June 2004 in response to a DOD OIG 
investigative referral. 

On November 10, 2004, Lockheed Martin filed a protest with the Government Ac- 
countability Office (GAO) relating to the SDB System Development and Demonstra- 
tion (SDD) contract award to Boeing (RFP No. F08635-03-R-0038). 

In regard to that procurement, Lockheed Martin protests: (i) the Air 
Force’s evident intention to reinstate a particular scope of work (known as 
Phase II) to a Boeing contract where the scope was removed from the SDB 
SDD competition under [the former Principal Deputy Assistant Secretary of 
the Air Force for Acquisition and Management’s corrupt direction], as well 
as; (ii) the underlying award of the SDB contract because it now appears 
that the work scope for the SDD competition was defined not by the Agen- 
cy’s legitimate needs but through [the former Principal Deputy Assistant 
Secretary of the Air Force for Acquisition and Management’s] corrupt deal- 
ings with Boeing. 

In a decision issued on February 18, 2005, GAO sustained Lockheed Martin’s pro- 
test because: 

the record showed that Darleen Druyun was involved in the decision- 
making process that culminated in changes made to evaluation factors — in- 
cluding deletion of specific technical requirements. The record further 
showed that the Air Force currently intends to amend Boeing’s contract on 
a sole-source basis to add those previously deleted requirements. GAO rec- 
ommended that, rather than making this sole-source addition to Boeing’s 
contract, the Air Force conduct a competition for those requirements. 
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RELATED ONGOING AUDITS 

Audit of Service Acquisition Executives Management Oversight and Procurement Au- 
thority for Acquisition Programs 

The audit objective will be to determine the adequacy of each Service Acquisition 
Executive’s management oversight procurement authority over major acquisition 
programs. Specifically, the audit will evaluate the program management and pro- 
curement decision process used by the Service Acquisition Executives and the Pro- 
gram Executive Officers. 

Audit of Commercial Contracting Practices for Procuring Defense Systems 

The overall audit objective will be to determine whether procurement officials are 
compl3ring with Federal Acquisition Regulation Part 12, “Acquisition of Commercial 
Items,” and Part 15, “Contracting by Negotiation,” when procuring defense systems 
or their subcomponents. Specifically, we will evaluate the justifications used to de- 
termine whether major systems or subsystems meet commercial item criteria and 
evaluate the adequacy of the basis for establishing price reasonableness. 

Both audits have been suspended because of audit support for Base Relocation 
and Closure and other operational priorities. 

Senator McCain. Thank you very much. 

Secretary Dominguez, thank you for performing the tasks that 
you do, including the additional tasks as Secretary of the Air Force. 
We thank you for your dedicated service. Thank you for appearing 
today. 

STATEMENT OF HON. MICHAEL L. DOMINGUEZ, ACTING 
SECRETARY OF THE AIR FORCE 

Mr. Dominguez. Thank you, sir. Mr. Chairman, Senator 
Lieherman, and distinguished members of the committee: Thank 
you for this opportunity to discuss Air Force acquisition and ethics. 

I take any breach of integrity and trust seriously. I am deeply 
concerned that Air Force leaders and our acquisition officials have 
lost the confidence of the members of this committee. I intend to 
address these issues forthrightly. Unethical behavior by any mem- 
ber of our team is an affront to the honest, hard-working members 
of the Air Force and a breach of trust with the American people. 
We must take all necessary steps to avoid abuses of trust, such as 
those committed by Darleen Druyun. 

We are working closely with Michael Wynne, the Under Sec- 
retary of Defense for Acquisition, Technology, and Logistics, to pur- 
sue what he called “aggressive action to understand what may 
have contributed to this situation and how to protect against such 
problems in the future.” 

Air Force leaders are now cooperating fully with 48 different in- 
vestigations by 8 different agencies. I welcome independent assess- 
ments of our acquisition processes and procedures and will take 
quick and appropriate action on their recommendations. 

We have not waited for all those to be completed before taking 
corrective measures. We are improving our acquisition oversight to 
guard against this type of abuse. We are restructuring decision- 
making authority so that no one person exercises consolidated au- 
thority without effective oversight. 

In addition, we have adjusted procedures to ensure critical acqui- 
sition decisions are made in a more collaborative environment and 
every acquisition professional is required to complete new ethics 
training specifically geared to issues raised in Ms. Druyun’s case. 
The Air Force has a unique values-based ethics program that tran- 
scends mere compliance. Our training emphasizes our Air Force 
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core values. The conduct of our airmen must be consistent with 
those values whether there is an applicable rule or not. Our ap- 
proach goes beyond the consequences of not following the rules and 
emphasizes the broader approach to effective decisionmaking. We 
want our airmen to commit to ethical behavior out of a strong un- 
derstanding of how their conduct relates not only to the law, but 
also to the Air Force culture and the Air Force mission. 

The men and women of our Air Force Acquisition Corps, indeed 
of our entire Air Force, are outstanding professionals, committed to 
the Air Force’s core values of integrity, service, and excellence. It 
is sad that Ms. Druyun deviated from this path and put personal 
gain over the needs of the Air Force and our country. 

Mr. Chairman, Senator Lieberman, and distinguished members 
of the committee, thank you again for the opportunity to discuss 
Air Force acquisition and our responses to recent events. I am com- 
mitted to restoring the bond of trust and confidence we have en- 
joyed in the past and I look forward to your questions. 

[The prepared statement of Mr. Dominguez follows:] 

Prepared Statement by Hon. Michael L. Dominguez 

Mr. Chairman, members of the subcommittee, I appreciate this opportunity to dis- 
cuss the status of Air Force acquisition oversight. In the wake of Ms. Darleen 
Druyun’s illegal activities, which were an affront to the entire Air Force community, 
it is important for you to know that the Air Force takes this breach of integrity very 
seriously. 

We are working closely with Michael W. Wynne, the Under Secretary of Defense 
for Acquisition, Technology, and Logistics, to pursue what he described as “aggres- 
sive action to understand what may have contributed to this situation and how to 
protect against such problems in the future.” Air Force leaders are currently cooper- 
ating fully with 48 different investigations — many of which we asked for — by 8 dif- 
ferent agencies. I welcome independent assessments of our acquisition processes and 
procedures and will take quick and appropriate action on their recommendations. 

internal and external reviews 

In December 2003, as the Department of Defense Inspector General (DOD IG) in- 
vestigation of Ms. Druyun was ramping up, the Air Force initiated internal inves- 
tigations on all major contract actions awarded to The Boeing Company in which 
Ms. Druyun participated during the 2 years leading up to her retirement. We real- 
ized it had been a mistake for a single person to determine the acquisition strategy, 
wield the source selection authority for major contracts, and conduct the manage- 
ment and oversight of contract executions. We were in the process of correcting that 
situation when Ms. Druyun chose to leave Federal service. 

As a result of that internal review, the Secretary of the Air Force asked the DOD 
IG to review the contract restructuring on the North Atlantic Treaty Organization 
(NATO) Airborne Warning and Control System (AWACS) modernization program. 
In April 2004, the DOD IG concluded that the production and retrofit phase option 
negotiations did not follow correct business and contracting procedures. Based on 
this finding, in January 2005 the Air Force and The Boeing Company completed re- 
negotiations for the price for this program. 

Based on admissions in Ms. Druyun’s sentencing statement, the Air Force ex- 
panded its internal review to include her nearly 10-year tenure as Principal Deputy 
Assistant Secretary for Acquisition and Management. A special group designated by 
the Commander of Air Force Materiel Command (AFMC) supervised dedicated in- 
vestigative teams of program management, contracting, and legal personnel; re- 
viewed their findings; and made final recommendations to the Air Staff. When it 
became clear that the investigation’s scope exceeded what could reasonably be ac- 
complished without the appearance of conflict of interest, the Air Force asked the 
Office of the Secretary of Defense (OSD) to accomplish an unbiased external review. 

The OSD-directed team, led by the DCMA Deputy Director, Ms. Sallie Flavin, re- 
viewed 407 contract actions at various locations, including: Los Angeles, Vanden- 
berg, Patrick, Peterson, Rirtland, Maxwell, and Bolling Air Force Bases; the Aero- 
nautical Systems, Electronic Systems, Space and Missile Systems, and Air Arma- 



717 


ment Centers; and Warner-Robins, Ogden, and Oklahoma City Air Logistics Cen- 
ters. Air Force personnel provided materiel support and assistance to this multi- 
service/agency team. The team found a few anomalies: their investigation identified 
eight new contract actions that were subsequently referred to the DOD IG. Most of 
these actions occurred during the last few years of Ms. Druyun’s tenure; however, 
one occurred in 1998. We await the final reports of the DOD IG investigations, hut 
early indications suggest these actions did not involve any criminal activity. 

ADDITIONAL REVIEWS 

Air Force internal reviews were also completed for the following programs: 
Evolved Expendable Launch Vehicle Program Restructure; Global Positioning Sys- 
tem Block IIF Single Prime Initiative contract modification; and the Wideband Gap 
Filler source selection. After discussions with OSD staff, we are preparing to refer 
them to the DOD IG to review the programs and the Air Force’s findings. We are 
doing this to ensure absolute objectivity in the final reviews. 

We are continuing to review contract modifications Ms. Druyun negotiated on the 
C-17 program and the NATO AWACS Mid-Term Engineering and Manufacturing 
Development (EMD) settlement. We completed a preliminary review of the negotia- 
tions on the C-17 program. With respect to NATO AWACS, the Air Force and The 
Boeing Company have agreed to reexamine the $100 million settlement on the EMD 
contract later this year when development efforts come to closure. 

The DOD IG is now investigating specific actions, identified through the above re- 
views, to identify serious problems or abuses. Additionally, the DOD IG is per- 
forming an audit of Service Acquisition Executives’ management and oversight pro- 
curement authority for acquisition programs. 

In the wake of Ms. Dru3ain’s sentencing statement, the Air Force received several 
contract protests from parties that had lost source selection competitions to The 
Boeing Company. These competitions included the small diameter bomb (SDB), C- 
130 Avionics Modernization Program (AMP), and two classified programs. To ensure 
these investigations were completely fair and impartial, the Air Force encouraged 
protesting parties on the SDB and AMP source selections to protest directly to the 
Government Accountability Office (GAO). As has been well publicized, the protests 
were upheld in both cases because Ms. Druyun admitted to bias toward one bidder. 
The Air Force intends to comply fully with the GAO’s rulings and recommendations 
issued thus far, which we believe strike the proper balance between providing what 
the warfighters need and protecting the interests of the taxpayers. 

Finally, a Defense Science Board (DSB) Task Force was established to address the 
adequacy of management and oversight processes for acquisition organizations 
DOD-wide. They are evaluating the systems to ensure proper checks and balances 
exist and determine if acquisition simplification could improve efficiency and over- 
sight efficacy. The task force has completed their initial investigations, and the Air 
Force eagerly awaits their report. 


CONCLUSION 

The Air Force continues to work closely with organizations reviewing and inves- 
tigating acquisition actions Ms. Druyun completed while she was the Principal Dep- 
uty Assistant Secretary for Acquisition and Management. We will review their find- 
ings and take appropriate actions based on their recommendations, including re- 
negotiating fair and reasonable prices as well as recompeting certain contracting ac- 
tions. 

The Air Force started to realign our program executive office reporting structure 
before Ms. Druyun left Federal service; that change strengthened the lines of ac- 
countability and decentralized program execution decisionmaking. Recently, we have 
refocused our attention on values-based ethics training: every acquisition profes- 
sional is now required to complete new ethics training specifically geared to issues 
raised in Ms. Druyun’s case. 

Our acquisitions — indeed, everything we do in service to the Nation — begin with 
the expectation of integrity. It is unfortunate that Ms. Druyun, in the waning years 
of her tenure, was corrupted by the power given to her and put her own interests 
before those of the Air Force and the Nation. My deepest regret about this incident 
is how her actions stained the reputations of the over 700,000 Active Duty, Guard, 
Reserve, and civilian airmen who are dedicated to Excellence and who daily uphold 
our other two Core Values of Integrity First and Service Before Self. The men and 
women of the Air Force — inside and outside the acquisition corps — are outstanding 
professionals. I appreciate the opportunity to be here today on their behalf, and I 
am committed to restoring public confidence in our Air Force and its leadership. 
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Thank you again for giving the Air Force the opportunity to discuss these recent 
events. 


Supplement to SASC Testimony Concerning AF Position on C-130 AMP and 
Small Diameter Bomb Protests 

This submission supplements testimony provided to the Airland Subcommittee, 
Senate Armed Services Committee at the April 14, 2005, hearing on the fiscal year 
2006 defense budget concerning the Air Force position on protests filed with the 
Government Accountability Office (GAO) on the C-130 Avionics Modernization Pro- 
gram (AMP) and Small Diameter Bomb (SDB) Program. 

It is significant that the Air Force took the lead in directing the protesters to the 
GAO. All of the protests on these two important procurement programs were ini- 
tially filed with the Air Force as agency-level protests. The Air Force declined to 
decide the protests, instead urging the protesters to file with the GAO. The Air 
Force did so because it wanted a full, open, and independent review of the potential 
impact of Ms. Druyun’s admitted bias toward Boeing on these procurements. 

The source selection decision for the SDB contract challenged in the protest was 
not made by Ms. Druyun, but by another senior government official, more than 9 
months after Ms. Druyun left the Air Force. In addition. Air Force personnel who 
worked on the SDB source selection at issue testified before the GAO that Air Com- 
bat Command developed the technical requirements for the SDB, not Ms. Druyun. 
Although the GAO decision cites to the fact that at least one requirement (specified 
accuracy) changed as a result of an independent analysis Ms. Druyun directed to 
be performed, the key is that the analysis was independent. Ms. Dru 3 ain did not 
specify or pre-determine the results of that analysis. Based on these factors, the Air 
Force position during the protests was that Ms. Druyun, having already retired 
from government service over 9 months before the source selection decision, did not 
play a material role in the challenged source selection decision and did not improp- 
erly influence the SDB procurement. Notwithstanding the evidence presented by the 
Air Force, the GAO concluded that Ms. Druyun had participated materially in the 
SDB acquisition. Given Ms. Druyun’s participation, the GAO ruled that the Air 
Force failed to demonstrate that the protester was not prejudiced by Druyun’s ad- 
mitted bias toward Boeing. The Air Force, by letter of April 15, 2005, advised the 
GAO that it will comply with GAO’s recommendation for further competition on this 
program. 

The Air Force position on the C-130 AMP protest was based on evidence that the 
underl 3 dng technical evaluations were not tainted by Ms. Druyun’s bias. Ms. 
Druyun, as the Source Selection Authority (SSA) for the C-130 AMP procurement, 
clearly did play a material role in the award of that contract. As the SSA, she per- 
sonally selected Boeing over other competitors for award. She also signed the source 
selection decision document, ostensibly setting out her reasons for her award deci- 
sion. Unfortunately, as we now know from admissions made in connection with her 
later prosecution and conviction for ethical violations, she was biased toward Boe- 
ing. 

The Air Force acknowledged that Ms. Druyun’s decision to select Boeing for the 
wrong reason — her personal bias — was clearly improper. However, the key question 
posed by the protest was whether that acknowledged bias impacted only Ms. 
Druyun’s own decision as the SSA or whether she used that bias to improperly in- 
fluence the evaluations conducted by others of the competing proposals. Air Force 
officials serving on the evaluation teams testified that although Ms. Druyun cer- 
tainly raised questions during the course of the competition that caused them to 
make sure their evaluations were accurate and well documented, she did not direct 
the results of those evaluations. Rather, the evaluators rated each proposal accu- 
rately and honestly based on their own assessments of the strengths and weak- 
nesses of those proposals. As a result, the evaluators believed that the technical rat- 
ings of the proposals submitted to Ms. Druyun for decision were accurate and that, 
in the minds of the evaluators, Boeing’s proposal presented the best overall value 
for the government. Based on this evidence, the Air Force position during the pro- 
test was that Ms. Druyun’s admitted personal bias toward Boeing did not improp- 
erly taint the underlying proposal evaluations and that, on the strength of those 
evaluations, another, unbiased source selection authority reasonably could have se- 
lected Boeing to receive award of the C-130 AMP contract. Notwithstanding the evi- 
dence presented by the Air Force, the GAO ruled that the Air Force failed to dem- 
onstrate by compelling evidence that Drujoin’s bias in favor of Boeing did not influ- 
ence the evaluation or selection of Boeing. 
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The Air Force recognizes the harm caused to these procurements by Ms. Druyun. 
Her illegal conduct did untold damage to the integrity of the Air Force procurement 
process and created literally hundreds of millions of dollars in extra costs to the 
American taxpayer. However, her criminal actions are an indictment of her alone. 
They do not reflect the values of the Air Force as a whole or the values of the thou- 
sands of Air Force procurement professionals who honestly and zealously work hard 
every day to buy the best products and services needed to support the Air Force 
mission. The Air Force remains committed to that principle and to restoring con- 
gressional faith in the integrity of our procurement system. 

Senator McCain. Thank you very much. 

Mr. Gordon, welcome. 

STATEMENT OF DANIEL I. GORDON, MANAGING ASSOCIATE 

GENERAL COUNSEL FOR PROCUREMENT LAW, GOVERN- 
MENT ACCOUNTABILITY OFFICE 

Mr. Gordon. Thank you, sir. Mr. Chairman, Senator Lieherman, 
Senator Chambliss: My name is Dan Gordon. I am the head of the 
bid protest unit at GAO. I am honored to be here at your request 
to testify about two bid protest decisions that GAO recently issued 
sustaining protests filed in connection with the admissions of bias 
in favor of the Boeing Company by Darleen Druyun, formerly the 
Air Force’s Principal Deputy Assistant Secretary for Acquisition. 

Mr. Chairman, I have a brief statement I would like to make 
orally, but I would ask that my more detailed written testimony as 
well as the two bid protest decisions be entered into the record. 

Senator McCain. Without objection. 

Mr. Gordon. As the members of this committee may know, 
GAO’s bid protest function is quite different from our traditional 
and more common audit review. Our bid protest function hears 
challenges, usually filed by disappointed offerors, pursuant to the 
Competition in Contracting Act of 1984, a statute that this com- 
mittee played a key role in developing. Acting as a quasi-judicial 
forum, GAO produces decisions within 100 days of when a protest 
is filed that address whether contracting agencies have violated 
procurement law and regulation in awarding contracts. 

The two protest decisions at issue here involve different Air 
Force programs, the small diameter bomb and the C-130 avionics 
modernization program, but the central question presented in both 
cases was the same: whether Darleen Druyun’s admitted bias 
tainted the procurement decision at issue. In both cases we con- 
cluded that it did. 

There was no dispute about Druyun’s bias. As part of her crimi- 
nal plea in October of last year, she admitted that she had asked 
Boeing to arrange a job for her daughter and for her daughter’s 
boyfriend, and she admitted that she felt indebted to Boeing for ar- 
ranging those jobs. In defending against the protests, which were 
brought to our office by the companies that had lost the competi- 
tions to Boeing, the Air Force did not deny that Druyun was bi- 
ased. Instead, the Air Force argued that Druyun had not played a 
material role in the decisions at issue in the protests. 

After GAO reviewed the documents and convened a multi-day 
hearing in each protest, we found considerable evidence of 
Druyun’s participation and influence in the decisionmaking process 
for both of the procurements. For example, in the C-130 avionics 
procurement Druyun summoned the evaluators to Washington, DC, 
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to discuss the status of their evaluations before they had even com- 
pleted reviewing initial proposals from the competing companies. 
Because of her demanding and intimidating manner, one witness 
at the hearing before us at GAO spoke of “blood on the floor after 
the meeting.” That meeting was subsequently referred to by one 
participant as the “15 September massacre.” 

As the very specific examples set out in our bid protest decision 
show, the record we developed demonstrated that Darleen Druyun 
influenced the evaluation from beginning to end. 

In the small diameter bomb procurement as well, Druyun took 
an active part in the decisionmaking process. It is true that Dr. 
Marvin Sambur, who at the time was Druyun’s boss, the Assistant 
Secretary of the Air Force for Acquisition, was the source selection 
authority in name. But our review led us to conclude that it was 
Druyun, regardless of formal titles, who was de facto the leading 
acquisition official. To offer just one example, although we have a 
good number set out in our decision, the companies competing for 
the contracts made presentations to Darleen Druyun. 

As required by the Competition in Contracting Act, our decision 
sustaining the protests recommended corrective action that we 
think the Air Force should take. The statute gives the Air Force 
60 days to implement our recommendation or to advise us that 
they will not be following our recommendation and, since our deci- 
sions were issued in mid to late February, we expect to hear from 
the Air Force within the next 2 weeks. 

Mr. Chairman, that concludes my prepared statement, but I 
would be honored to answer any questions that you or the mem- 
bers of the subcommittee may have. 

[The prepared statement of Mr. Gordon follows:] 

Prepared Statement by Daniel I. Gordon 

Mr. Chairman and members of the subcommittee: Thank you for the opportunity 
to be here today to discuss the bid protest decisions recently issued by the Govern- 
ment Accountability Office (GAO) in response to protests challenging the actions of 
the Air Force under two programs — the C-130 avionics modernization upgrade 
(AMP) program and the small diameter bomb program. The protests were based on 
information disclosed by Darleen Druyun, formerly the Air Force’s Principal Deputy 
Assistant Secretary for Acquisition, in connection with her October 2004 criminal 
conviction for violation of the statutory conflict of interest provisions codified at 18 
U.S. C. § 208(a) (2000). 

The Competition in Contracting Act of 1984 (CICA) provides statutory authority 
for GAO’s bid protest function. GAO has issued implementing regulations estab- 
lishing the procedural framework for our bid protest forum in Title 4, Part 21, of 
the Code of Federal Regulations. GAO provides an objective, independent, and im- 
partial forum for the resolution of disputes concerning the awards of Federal con- 
tracts. Our procedures provide all interested parties — the protester, the awardee 
and the contracting agency — an opportunity to present their positions prior to 
GAO’s resolution of the protest. 

GAO’s bid protest decisions differ from the reports GAO issues in connection with 
its program audits and reviews. In this regard, our protest decisions do not address 
broad programmatic issues such as whether or not a weapons program is being 
managed effectively or consistent with best practices; instead, our bid protest deci- 
sions address specific allegations raised by unsuccessful offerors challenging par- 
ticular procurement actions as contrary to procurement laws and regulations. Our 
protest decisions are necessarily limited to the record as we developed it, largely 
shaped by the allegations raised by the protesters and the responses but forward 
by the agency and awardee. 

With that background, my testimony today will summarize our two recently 
issued decisions concerning allegations of improper influence by Darleen Druyun. 
Our testimony is based on the public version of our decisions. A limited amount of 
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information that is proprietary to the protesters, source selection sensitive, or law 
enforcement sensitive has heen redacted from these decisions, but none of the re- 
dacted information is critical to understanding the decisions. 

THE PROTEST DECISION REGARDING THE C-130 AVIONICS MODERNIZATION PROGRAM 

(AMP) 


Background 

As was widely publicized, in October 2004 Darleen Druyun pled guilty to violating 
the conflict of interest provisions of 18 U.S.C. § 208(a) based on the fact that she 
engaged in employment negotiations with The Boeing Company while she was nego- 
tiating on behalf of the Air Force for the lease of 100 Boeing KC 767A tanker air- 
craft. In addition to her employment negotiations, documents submitted by Druyun 
in connection with the criminal proceedings establish that, in 2000, Druyun con- 
tacted Boeing personnel to request that Boeing provide employment for both 
Druyun’s daughter and the daughter’s boyfriend (who subsequently became 
Druyun’s son-in-law). In response to these requests, Boeing created a position for 
Druyun’s daughter and hired both her daughter and future son-in-law in the fall 
of 2000. In the documents filed in the criminal proceedings, Druyun further states 
that her decisions in matters affecting Boeing were “influenced by her perceived in- 
debtedness to Boeing for employing her future son-in-law and daughter,” and that 
with regard to the contract awarded in the C-130 AMP procurement, “an objective 
selection authority may not have selected Boeing.” 

Following Druyun’s disclosures in October 2004, agency-level protests were filed 
at the Air Force by the three offerors who unsuccessfully competed for the C-130 
contract: Lockheed Martin Aeronautics Company, L-3 Communications Integrated 
Systems, (the successor-in-interest to Ra 3 dheon Company Aircraft Integration Sys- 
tems), and BAE Systems Integrated Defense Solutions, Inc. The Assistant Secretary 
of the Air Force for Acquisition subsequently advised each of the protesters that 
“the Air Force is of the opinion that the protest is more appropriately considered 
by the Government Accountability Office,” and that “the Air Force will not decide 
the protest.” Each of the companies subsequently filed protests with our Office 
maintaining that Druyun’s recently disclosed bias in favor of Boeing, along with the 
information previously disclosed to the protesters regarding the agency’s purported 
bases for rejecting their proposals, demonstrated that their proposals were not eval- 
uated in a fair and unbiased manner. 

In response to the protests, the Air Force argued that notwithstanding Druyun’s 
acknowledged bias in favor of Boeing, the award to Boeing was proper because 
“there is no evidence that Mrs. Druyun influenced the SSET [source selection eval- 
uation team]” and that, overall, “the evaluation process was conducted properly and 
in accordance with the evaluation criteria.” 

The Legal Standard 

The Federal Acquisition Regulation (FAR), §3.101-1, provides that: 

Government business shall be conducted in a manner above reproach and, except 
as authorized by statute or regulation, with complete impartiality and with pref- 
erential treatment for none. Transactions relating to the expenditure of public funds 
require the highest degree of public trust and an impeccable standard of conduct. 
The general rule is to avoid strictly any conflict of interest or even the appearance 
of a conflict of interest in Government-contractor relationships. 

Where, as was the case here, the record establishes that a procurement official 
was biased in favor of one offeror, we believe that the need to maintain the integrity 
of the procurement process requires that we sustain the protests unless the agency 
demonstrates that the bias did not affect the contract award decision — in legal 
terms, that the bias did not prejudice the protesters. 

GAO’s Review of the Record 

As discussed above, the documents supporting Druyun’s criminal conviction estab- 
lish that she was biased in favor of Boeing. In reviewing the protest allegations, 
GAO conducted a 3-day hearing on the record during which testimony was provided 
by nine government witnesses. The record developed by GAO, including the hearing 
testimony, established the following key points. First, Druyun functioned as the lead 
procurement official throughout this procurement and employed a forceful manage- 
ment style. In this particular procurement, she left no doubt about who was in con- 
trol from the outset. Before the evaluators had even completed their initial proposal 
review, Dru 3 ain requested that they come to Washington, D.C. to discuss the “sta- 
tus” of their evaluations; this meeting was subsequently referred to as the “15 Sep- 
tember massacre.” From September 15, 2000, through the first request for final pro- 
posal revisions in February 2001, Druyun had the evaluators come to Washin^on 
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five times to brief her on the ongoing evaluations; during these briefings, Druyun 
expressly or implicitly directed multiple changes to the evaluators’ ratings, many of 
which favored Boeing. In our decision, we identify specific examples of Druyun’s di- 
rections regarding each of the offerors’ proposals. 

Also, the record shows that following the request for final proposal revisions, but 
before the source selection process was complete, the contracting officer sent an e- 
mail to a recipient list that included virtually everyone involved in the source selec- 
tion process, directing that the recipients “clean up” and “delete” various portions 
of the evaluation record. Specifically, this e-mail directed the recipients to “delete 
any comments where evaluators/advisors have suggested ratings,” explaining that 
“[i]f the rating doesn’t match the suggestion, we have protest fodder.” The e-mail 
also specifically directed the evaluators to “[dlelete any derogatory or exceedingly 
glowing comments.” 

The first round of final proposal revisions was submitted on March 2. On March 
9, the contracting officer reopened discussions and requested a second round of pro- 
posal revisions. At the GAO hearing, the contracting officer unambiguously testified 
that discussions were reopened to permit Boeing to “take care of’ a “problem” in 
its cost proposal, explaining that, at that point, Boeing’s proposal failed to comply 
with instructions the agency had previously given the offerors. No substantive ques- 
tions were asked of any other offeror during these discussions. Nonetheless, during 
the GAO hearing, agency witnesses identified specific aspects of the protesters’ final 
proposals that should have been brought to their attention, including aspects of the 
protesters’ proposals that appear very similar to the “problem” Boeing was per- 
mitted to “take care of.” 

The second round of final proposal revisions was submitted on March 19. There- 
after, the source selection evaluation team briefed Druyun on the evaluations of 
final proposals. During this briefing the cost team was directed to review their anal- 
ysis to “assure its accuracy.” Upon receiving that direction, the cost team reduced 
Boeing’s evaluated price and increased Lockheed’s evaluated price. Additionally, in 
a subsequent meeting with Dru 3 ain, the source selection evaluation team described 
a specific approach to performance that Boeing had proposed as one “which tends 
to induce problems.” Druyun directed that this description be crossed out of the 
evaluation record and replaced with the words: “Boeing will work out details post 
award.” 

Based on the record discussed above, we rejected the Air Force’s assertion that 
there was no evidence that Mrs. Druyun influenced the source selection evaluation 
team. Similarly, in light of the failure to treat offerors fairly regarding discussions, 
we rejected the Air Force’s assertion that the evaluation process had been conducted 
properly. Finally, because the contracting officer directed the evaluators to destroy 
various portions of the evaluation record and the agency failed to conduct meaning- 
ful discussions with all of the offerors, along with the evidence of Druyun’s influence 
throughout the source selection process, we could not reasonably determine which 
of the four proposals should have been selected for award. We concluded that the 
record failed to establish that any one of the protesters was not prejudiced by the 
various procurement flaws. Accordingly, we sustained the protests. 

Recommendation 

Ordinarily, where our Office finds fundamental flaws in an agency procurement, 
we will recommend that the agency reopen negotiations with all competitive range 
offerors, conduct meaningful discussions, request final revised proposals, and evalu- 
ate those proposals in a fair and unbiased manner. Here, however, the contract was 
awarded more than 3 years ago, and performance has been ongoing since that time. 
In the course of developing the protest record, the Air Force reported that while re- 
competition of the installation phase of the contract is feasible, recompetition of the 
entire contract would not be in the best interests of the teixpayer or consistent with 
national security concerns. 

Based on the Air Force’s acknowledgment that recompetition of the installation 
phase of the contract was feasible, we recommended that the agency recompete 
those requirements. In light of the broader concerns raised by the Air Force, we 
were reluctant to recommend recompetition of the entire contract effort. Nonethe- 
less, we had some concern that the Air Force’s position regarding recompetition of 
the entire effort was forged in the heat of litigation, and may not reflect a com- 
pletely objective review. Accordingly, we recommended that the agency conduct and 
document a thorough analysis of the competing concerns and provide that analysis 
to our Office. In the event the agency ultimately determines that the broader con- 
cerns preclude recompetition of the entire contract effort, we recommended that 
each of the protesters be reimbursed the costs incurred in preparing and submitting 
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their proposals. We also recommended that the protesters be reimbursed for their 
costs of filing and pursuing the protests. 

THE PROTEST DECISION REGARDING THE SMALL DIAMETER BOMB 

We turn now to the Air Force’s award of a contract to Boeing under the small 
diameter bomb program. Lockheed Martin Corporation was the only competitor for 
this effort, and following the October 2004 disclosure of Druyun’s bias, filed a pro- 
test alleging that Druyun improperly manipulated certain program requirements 
and the related evaluation factors in a manner that favored Boeing. 

In addition to Druyun’s feeling of “indebtedness” to Boeing due to Boeing’s em- 
ployment of her daughter and future son-in-law, the record we developed, which in- 
cluded a hearing at GAO during which five government witnesses and one Lockheed 
Martin witness testified, established the following key points. The small diameter 
bomb program initially contemplated an evaluation of offerors’ capabilities against 
both fixed and moving targets; early in the procurement process (during the first 
few months of 2002), Lockheed Martin was perceived as having a “strength” with 
regard to the moving target requirements and Boeing was considered “weak” in this 
area; in May 2002, most of the requirements associated with moving targets and 
the associated evaluation factors were deleted; thereafter, Boeing was selected for 
award without consideration of its capabilities regarding the deleted moving target 
requirements. At the time our decision was issued, the Air Force was in the process 
of adding the previously deleted requirements to Boeing’s contract on a sole-source 
basis. 

The Agency’s Position and GAO’s Conclusion 

In responding to Lockheed’s protest, the Air Force maintained that Druyun “did 
not play any significant role” in the decision to change the small diameter bomb’s 
technical requirements and, therefore, Lockheed was not prejudiced by Druyun’s ac- 
knowledged bias in favor of Boeing. 

Contrary to the agency’s assertion, the contemporaneous record established that 
Druyun was significantly involved in the decisionmaking process that culminated in 
the May 2002 changes to the technical requirements and deletion of the related 
evaluation criteria. As discussed in our decision, Druyun was the de facto lead ac- 
quisition official during the period in which the changes were made. In that capac- 
ity, she received briefings from the competing offerors, directed the source selection 
evaluation team to perform various activities, directed an independent technical re- 
view of Lockheed Martin’s technology applicable to moving targets, was directly in- 
volved in other changes made to the requirements for fixed targets, and contacted 
Ra 3 d;heon to request that Raytheon communicate with Boeing. Following Druyun’s 
contact, Raytheon provided support to Boeing in its efforts to meet the small diame- 
ter bomb requirements. 

On the basis of our review of the protest record, we rejected the Air Force’s asser- 
tion that Druyun was not materially involved in the process culminating in the May 
2002 changes to the technical requirements. 

The Legal Standard and Conclusion 

As discussed above, the FAR provides that procuring agencies must strictly avoid 
conflicts of interest or even the appearance of conflicts in Government-contractor re- 
lationships and, where, as here, the record establishes that a procurement official 
was biased in favor of one offeror, the need to maintain the integrity of the procure- 
ment process requires that we sustain the protest unless the agency demonstrates 
that the bias did not prejudice the protester. In light of Druyun’s acknowledged bias 
in favor of Boeing and our determination that she was materially involved in the 
decisionmaking process culminating in deletion of the moving target requirements, 
along with the fact that Lockeed Martin was perceived as having a “strength” and 
that Boeing was “weak” regarding the deleted requirements, we concluded that the 
record failed to establish that Dru 3 ain’s bias did not prejudice the protester. Accord- 
ingly, we sustained the protest. 

Our Recommendation 

At the time our decision was issued, the Air Force had not yet amended Boeing’s 
contract to add the previously deleted requirements regarding moving targets. Ac- 
cordingly, we recommended that the Air Force conduct a competitive procurement 
to meet those requirements. Consistent with the provisions of CICA, we also rec- 
ommended that Lockheed Martin be reimbursed its costs of filing and pursuing the 
protest. 

Finally, Lockheed requested that we recommend reimbursement of the proposal 
preparation costs Lockheed incurred in competing for the contract awarded to Boe- 
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ing. As discussed in our decision, we deferred ruling on that request, pending the 
Air Force’s review of certain concerns regarding potential conflict of interest issues 
relating to a former Brigadier General who, after leaving the Air Force, was in- 
volved in Lockheed’s proposal preparation efforts. 

Mr. Chairman, this concludes our prepared statement. I would be happy to re- 
spond to any questions regarding our bid protest decisions that you or other mem- 
bers of the subcommittee may have. 

GAO’S MISSION 

The Government Accountability Office, the audit, evaluation and investigative 
arm of Congress, exists to support Congress in meeting its constitutional respon- 
sibilities and to help improve the performance and accountability of the Federal 
Government for the American people. GAO examines the use of public funds; evalu- 
ates Federal programs and policies; and provides analyses, recommendations, and 
other assistance to help Congress make informed oversight, policy, and funding deci- 
sions. GAO’s commitment to good government is reflected in its core values of ac- 
countability, integrity, and reliability. 

OBTAINING COPIES OF GAO REPORTS AND TESTIMONY 

The fastest and easiest way to obtain copies of GAO documents at no cost is 
through GAO’s Web site (www.gao.gov). Each weekday, GAO posts newly released 
reports, testimony, and correspondence on its Web site. To have GAO e-mail you a 
list of newly posted products every afternoon, go to www.gao.gov and select “Sub- 
scribe to Updates.” 

Order by Mail or Phone 

The first copy of each printed report is free. Additional copies are $2 each. A check 
or money order should be made out to the Superintendent of Documents. GAO also 
accepts VISA and Mastercard. Orders for 100 or more copies mailed to a single ad- 
dress are discounted 25 percent. Orders should be sent to: U.S. Government Ac- 
countability Office, 441 G Street NW, Room LM, Washington, D.C. 20548. To order 
by Phone: Voice: (202) 512-6000; TDD: (202) 512-2537; Fax: (202) 512-6061. 

TO REPORT FRAUD, WASTE, AND ABUSE IN FEDERAL PROGRAMS 

Contact: Web site: www.gao.gov/fraudnet/fraudnet.htm. E-mail: fraudnet@gao.gov. 
Automated answering system: (800) 424-5454 or (202) 512-7470. 

CONGRESSIONAL RELATIONS 

Gloria Jarmon, Managing Director, JarmonG@gao.gov (202) 512-4400, U.S. Gov- 
ernment Accountability Office, 441 G Street NW, Room 7125, Washington, DC 
20548. 


PUBLIC AFFAIRS 

Susan Becker, Acting Manager, BeckerS@gao.gov (202) 512-4800, U.S. Govern- 
ment Accountability Office, 441 G Street NW, Room 7149, Washington, DC 20548. 
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Decision 


Matter of: Lockheed Martin Corporation 

File: B-295402 

Date: February 18, 2005 


Marcia G. Madsen, Esq., David F. Dowd, Esq., Michael E. Lackey, Jr., Esq., 

liana Z. Sultan, Esq., and William L. Olsen, Esq., Mayer, Brown, Rowe & Maw, for the 

protester. 

Rand L. Allen, Esq., Paul F. Khouiy, Esq., Scott M. McCaleb, Esq., Daniel P. Graham, 
Esq, and Michael S. Caldwell, Esq., Wiley Rein & Fielding, for The Boeing Company, 
an mtervenor. 

Bryan R. O’Boyle, Esq, Michael J. O’Fairell, Jr., Esq., and P. Alan Luthy, Esq, 
Department of the Air Force, for the agency. 

Glenn G. Wolcott, Esq., and Michael R. Golden, Esq, Office of the General Counsel, 
GAO, participated in the preparation of the decision. 

DIGEST - — 

Where the record shows that performance reqrriremenls, and associated evaluation 
criteria, were altered to delete a significant requirement and an evaluation factor 
under which the protester was viewed as having an advantage, and a senior 
procurement official, who was involved in discussions that culminated in the 
deletion offfie requirement, has acknowledged bias in favor of the ultimate awardee, 
the protest is sustained on the basis that the agency has failed to demonstrate that 
the senior official’s acknowledged bias did not prejudice the protester and that the 
integrity of the procurement proces s was not compromised. 

DECISION 

Lockheed Martin Corporation protests various procurement actions taken by the 
Department of the Air Force in connection with the small diameter bomb (SDB) 
program under request for proposals (RFP) No. F08635-03-E-0038.‘ Specifically, 


.. inception, the SDB program contemplated development of a 

“miniature munition” weapon system to provide fighter and bomber aircraft with 
alr-to-surface capabilities to attack “fixed and mobile/relocatable targets.” Agency 
Report, Tab 82, Draft Operational Requirements Document, at 1. Consistent with the 

(continued...) 
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Lockheed Martin maintains that Darleen Druyun, in her capacity as the Air Force’s 
Principal Deputy Assistant Secretary for Acquisition, improperly manipulated certain 
program requirements and the related evaluation factors in a manner that favored 
The Boeing Company and that, as a result, Boeing won the competition to perform 
system design and development (SDD) work under the SDB program. 

We sustain the protest 

BACKGROUND 

Lockheed Martin’s protest relates, generally, to activities that took place between 
September 2001 (when Boeing and Lockheed Martin were each awarded component 
advanced development contracts under the SDB program) and August 2003 (when 
Boeing was selected for award of the SDD contract). However, the primary focus of 
the protest relates to activities that took place during the first few months of 2002 
and culminated in the Air Force’s decision to make significant changes to the SDB 
requirements and associated evaluation criteria-specifically, the deletion of phase n 
requirements for capabilities against moving targets.^ 

As a procedural matter, our Office’s timeliness rules generally preclude 
consideration of protests challenging agency actions, such as these, that occurred in 
the relatively distant past. See Bid Protest Regulations, 4 C.F.R. § 21.2 (2004). Here, 
however, Lockheed Martin’s protest is based on information it first obtained in 
October 2004 due to the pubUc disclosure at that time of documents relating to 
Darleen Druyim’s criminal conviction and sentencing for violation of the conflict of 
interest provisions codified at 18 U.S.C. § 208(a) (2000).’ ^ince Lockheed Martin had 


(...continued) 

initial intent to use the SDB against both fixed and moving targets, the agency’s 
initial source selection plan contemplated a two-phase effort, stating; “The Phase 1 
variant will provide a capability against fixed targets, while the Phase 2 variant will 
provide a capability against mobile/relocatable targets.” Agency Report, Tab 12, 
Source Selection Plan (Nov. 5, 2001), at 1. 

’ Lockheed Martin maintains that it agreed to participate in the SDB competition only 
after being assured that the program would include a moving target variant. 

Lockheed Martin’s Comments on Agency Report, exh. 2, [deleted]. 

’ In April 2004, Druyun initially pled gufity in the United States District Court for the 
Eastern District of Virginia to violating the provisions of 18 U.S.C. § 208(a), which 
prohibit an officer or employee of the United States Government from 
“participatfing] personally and substantially as a Government officer or employee 
in a . . . contract ... in which, to his knowledge . . . [an] organization with whom he is 
negotiating or has any arrangement concerning prospective employment, has a 
financial interest.” Agency Report, Tabs 67-70. In connection with that April 2004 

(continued...) 
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no reason to previously know of the Information disclosed in those documents, we 
view the protest as timely. 

Druyun’s Bias in Favor of Boeing 

The record establishes that, in 2000, Dmyun contacted personnel at Boeing to 
request that Boeing employ her daughter and future son-in-law. Agency Report, 

Tab 69, Statement of Facts, at 3^; Agency Report, Tab 71, Supplemental Statement 
of Facts, at 2^. The record is also clear that, in response to Druyun’s requests, 
Boeing created a position for Druyun's daughter and hired both the daughter and 
future son-in-law in the fall of 2000. In her supplemental statement of facts, signed 
by both Druyun and her attorney, and submitted to the Court in connection with her 
October 2004 criminal plea, Druyun stated: 

Defendant acknowledges that Boeing’s employment of her future 
son-in-law and her daughter in 2000, at the defendant’s request, along 
with the defendant’s desire to be employed by Boeing, influenced her 
government decisions in matters affecting Boeing. 

Agency Report, Tab 71, Supplemental Statement of Facts, at 2. 

In a footnote referenced at the end of the preceding quotation, that document further 
states: 


(...continued) i 

plea agreement, Druyun submitted a statement of facts disclosing that, in 
October 2002, Druyun met with a Boeing executive to negotiate Druyun’s subsequent 
employment by Boeing. (Druyun retired from the Air Force in November 2002 and 
began employment with Boeing in January 2003.) At the time of the October 2002 
secret meeting, Druyun was also negotiating with Boeing on behalf of the Air Force 
for the lease of 100 Boeing KC 767A tanker aircraft. Agency Report, Tab 70, at 30. hi 
submitting her April 2004 plea, Druyun’s position, as subsequently described by the 
Court, was that her actions constituted “more or less a technic8il violation [of the 
law]” in that she had always acted in the best interests of the United States. Agency 
Report, Tab 72, Sentencing Hearing Transcript (Oct. 1, 2004), at 13. Nonetheless, as 
part of her April 2004 plea agreement, Druyun agreed to take a polygraph 
examination. Following that examination, Druyim’s position regarding the nature of 
her actions changed dramatically, as discussed in more detail below. On October 1, 
2004, Druyim again submitted a plea agreement in connection with her violation of 
18 U.S.C. § 208(a); with that plea, she submitted a supplemental statement of facts. 
Agency Report, Tabs 71-72. Various documents associated with the October 2004 
criminal proceedings, including the supplemental statement of facts, were released 
to the public on October 1 or shortly thereafter. 
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The defendant also acknowledges contacting a senior official of Boeing 
in 2002 concerning the continued employment of her daughter by 
Boeing. The defendant had been told by her dau^ter that she feared 
termination by Boeing for employment performance issues. The 
defendant contacted a senior official of Boeing, with whom she was 
negotiating the KC 767A tanker lease, to prevent any adverse action by 
Boeing against her daughter. The daughter was not terminated and 
instead was transferred to a new position. This same senior Boeing 
official routinely updated the defendant concerning the daughter’s 
employment with Boeing, for example advising the defendant of pay 
increases received by the dau^ter.['‘] 

Changes to the SDB Performance Requirements and Related Evaluation Criteria 

As discussed above, the agency awarded component advanced development (CAD) 
contracts under the SDB program to Boeing and Lockheed Martin in 
September 2001.® The contractors were advised that, during the 24-month 
performance period of the CAD contracts, the agency intended to conduct a “rolling 
downselect evaluation” during which Boeing and Lockheed Martin would compete, 
on the basis of their performance under the CAD contracts, for award of the SDD 
contract. Agency Report, Tab 12, Source Selection Plan (Nov. 5, 2001), at 1. Boeing 
and Lockheed Martin were advised of the criteria on which the SDD selection would 
be made; these criteria included, among others, a factor focusing on the evaluation 
of the contractor’s capabilities with regard to the phase I fixed target requirements 


■“ In addition to the statements quoted above, documents associated with the 
October 2004 criminal proceeding reflect Druyun’s statements that, in negotiating the 
lease agreement for the Boeing KC 767A tanker aircraft, Druyun “agreed to ahigher 
price for the aircraft than she believed was appropriate,” Agency Report, Tab 71, 
Supplemental Statement of Facts, at 2-3; that as “chairperson for the NATO Airborne 
Early Warning and Control Program Management Board of Directors,” Druyun 
“negotiated a payment of 100 million dollars to Boeing” although “she beheved a 
lower amount to be an appropriate settlement,” explaining that Druyun’s agreement 
to the $100 million settlement payment “was influenced by her daughter’s and 
son-in-law’s relationship with Boeing,” id at 3; that in selecting Boeing for award of a 
contract to upgrade the avionics of the C-130 aircraft, Druyun was “influenced by her 
perceived indebtedness to Boeing for employing her future son-in-law and daughter,” 
id; and that Druyun’s agreement to pay approximately $412 milhon in connection 
with asettiement with Boeing concerning “the C-17 H22 contract clause . . . was 
influenced by Boeing’s assistance to [Druyun].” Id at 3^. 

® Award of the CAD contracts to Boeing and Lockheed Martin resulted from a 
procurement conducted as a full and open competition. 
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and a factor focusing on the evaluation of the contractor’s capabilities with regard to 
the phase II moving target requirements. Id. at 20-21. 

At the hearing conducted by our Office in connection with this protest,' 

Judy Stokley, who initially served as the source selection advisory council (SSAC) 
chair and was designated as the source selection authority (SSA) in June 2002, 
testified that, at least initially, the agency “envisioned” the use of [deleted] to 
perform the phase II moving target requirements. Hearing Transcript (Tr.) at 396-98; 
Agency Report, Tab 31, at 2.^ The record indicates that early in 2002, Lockheed 
Martin was viewed as having an advantage over Boeing with regard to [deleted]. ' 
Fiirther, early in the procurement process, this advantage was interpreted as a 
“strength in Phase II” for Lockheed Martin. Specifically, in a document titled “SDB 
Program Office Comments,” dated January 25, 2002, that was produced by the Air 
Force less than 3 weeks before GAO’s statutory deadline for resolution of the 
protest,' the following statements appear: 


' In resolving this protest, our Office conducted a hearing, on the record, at GAO 
headquarters in Washington, DC on January II and 12, 2006. At the hearing, five 
government witnesses and one Lockheed Martin witness j^rovided testimony. 

’’ Stokley explained that a [deleted]. 

* In this regard, the SDB program manager testified that “Lockheed would have more 
mherent knowledge of [deleted]. Tr. at 707. In addition to Lockheed Martin’s “more 
Inherent knowledge” regarding [deleted], the record indicates that Lockheed Martin 
possessed alternative technology, referred to as [deleted], 

' This document is one of several the agency failed to produce in a timely manner. 
The protest was filed on November 10, 2004 and, consistent with GAO’s Bid Protest 
Regulations, aU of the agency’s documents relevant to the protest issues were 
required to be submitted by December 13. Competition in Contracting Act of 1984, 
31 U.S.C. § 3553(b)(2)(A) (2000); 4 C.F.R. § 21.3(c). Although this document was in 
the possession of the SDB program manager, who testified at the hearing, this 
particular document, along with a significant number of additional documents, was 
not produced to GAO and to counsel for the protester until January 31, 2005-nearly 
2 weeks after the conclusion of the GAO hearing. The result was that counsel for the 
protester was unable to meaningfully question the agency witnesses regarding this 
and many other late-produced documents. 
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ISSUES 

• Users (XOR [Commander, Operational Requirements] 

Included, Maybe not CSAF [Air Force Chief of Staff]) See 
Phase n as Key . . . Phase I Stepping Stone 

• Lockheed Bid After Seeing 2 Year CAD 
-Catch Up on Phase I 

-Strength is Phase II 

• Boeing Weak on Phase II 
-[deleted] 

-[deleted] 

Agency Report, Jan. 31, 2005 Document Production, at 6.'” 

Similarly, in briefing documents prepared by the SDB program manager in 
connection with briefings given to the Air Force Chief of Staff and the Secretary of 
the Air Force on March 12 and March 18, respectively, there are separate columns 
for Boeing and Lockheed Martin under the heading “Relative Contractor Strength 
(Today).” These documents contain checkmarks in Lockheed Martin’s column, 
indicating relative strengths, beside the terms “[deleted] (Spiral H)” and “[deleted] 
(Spiral II).” Agency Report, Tab 23, at 2; Agency Report, Tab 24, at 2. " 

In May 2002, following several months of meetings, briefings, and discussions within 
the Air Force, the Secretary of the Air Force approved various recommended 
changes to the SDB program-including the deletion of phase n requirements 
regarding moving targets. Agency Report, Tabs 31, 33. “ Thereafter, the evaluation 


“ Notwithstanding the clear statement that Lockheed Martin’s “Strength is Phase U” 
and that “Boeing [is] Wetik on Phase II,” the agency now maintains that neither 
offeror was ever perceived as having an advantage with regard to the phase 11 
requirements. See, e.g. . Tr. at 765-56. Based on our review of the entire record, we 
give greater weight to this and other contemporaneous documents discussed here 
than to the agency’s post-protest position. 

“ There is no dispute that the term “spiral II” refers to the phase n requirements of 
the SDB program. See, e^, Tr. at 705-08. 

The September 11, 2001 terrorist attacks precipitated various changes to the 
Department of Defense’s (DOD) prioritization of various programs. At the direction 
of DOD, following the terrorist attacks, the Air Force scrutinized various programs, 
including the SDB program, in anticipation of reduced available funding. The agency 
states that the May 2002 changes to the SDB program reflected a $385 million 
projected funding shortfall, due to the DOD-directed reprioiitization. Agency 
Report, Tabs 75-76, 79. At the time the phase II requirements were deleted, the Air 
Force also changed the carriage system from a six-place rack to a four-place rack, 

(continued...) 
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criteria applicable to the selection of an SDD contractor were similarly revised to 
eliminate consideration of the deleted requirements. Agency Report, Tabs 36(a), 
36(b), 41,43, 111.“ 

In August 2003, Boeing was selected for award of the SDD contract. Agency Report, 
Tabs 58-59. Also in August 2003, the Air Force discovered that “surplus funding may 
exist” that would facilitate reinstatement of the phase II requirements related to 
moving targets. In a Memorandum to the SDB program office, the Air Force’s 
Director of Requirements stated: 

As you are aware, ACC [Air Combat Command] had to defer execution 
of the SDB phase II program due to funding constraints within the FY 
[fiscal year] 04 POM [program objective memorandum]. Our position 
was to pursue the baseline program to address fixed and stationary 
targets and defer mobile, time sensitive targets to the FT 06 POM. My 
staff has informed me that surplus funding may exist in the SDB 
program. My position is to apply this surplus funding towards the next 
spiral of SDB, which could incorporate a terminal seeker. Weapons 
Data Link (WDL), or both to engage moving targets. 

Agency Report, Tab 55. 

In November 2003, the Air Force executed a justification and approval (J&A) 
providing for the addition, on a sole-source basis, of the phase n moving target 
requirements to Boeing’s SDD contract. Agency Report, Tab 62, at 2. “ 

As discussed above, Dmyun’s admissiorrs regarding her bias in favor of Boeing were 
released to the public on or about October 1, 2004. On October 12, 2004, Lockheed 
Martin filed various agency-level protests with the Air Force, challenging the 
agency’s actions in this and other procurements on the basis that “Druyun acted to 
favor Boeing ... in return for benefits improperly conferred by Boeing at her specific 
request.” Agency Report, Tab 3(a), at 3. By letter dated November 9, the Assistant 
Secretary of the Air Force for Acquisition advised Lockheed Martin that “[t]he Air 
Force is of the opinion that the protests ... are more appropriately considered by the 


(...continued) 

deleted the B-1 bomber from the program, and imposed a phase I accuracy 
requirement. Agency Report, Tab 33, E-mail from SDB Program Manager. 

“ The revised evaluation criteria considered the offerors’ provision of a path to a 
moving target attack capability on a pass/faU basis. Agency Report, Tab 41. 

“ In June 2003, the agency had executed a “class J&A,” that provided for the 
sole-source award of “future spiral development activities,” but did not refer to 
moving targets. Agency Report, Tab 50. 
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Government Accountability Office (GAO)” and that “the Air Force will not decide the 
protests.” Agency Report, Tab 3(c). Lockheed Martin then filed this protest with our 
Office on November 10.“ 

DISCUSSION 

In light of the information first learned by Lockheed Martin in October 2004, the firm 
protests that Druyun “directed or contributed to the deletion of Phase II with the 
specific intention of benefiting Boeing,” and adds that the Air Force’s pending action 
to add phase n to Boeing’s SDD contract on a sole-source basis exacerbates the 
harm to Lockheed Martin. Protest at 4. 

The Air Force responds that “Druyun did not play any significant role in the 
May 2002 decision by [the] Secretary [of the Air Force] to change the SDB technical 
requirements.” Agency Report, Legal Memorandum, at 3. In our view, as discussed 
below, the record fails to establish that Druyun had no significant involvement in the 
decisionmaking process that culminated in the changes to the SDB requirements. 

The Federal Acquisition Regulation (FAR) provides as follows: 

Government business shall be conducted in a manner above reproach 
and, except as authorized by statute or regulation, with complete 
impartiality and with preferential treatment for none. Transactions 
relating to the expenditure of public funds require the highest degree 
of public trust and an impeccable standard of conduct The general 
rule is to avoid strictly any conflict of interest or even the appearance 
of a conflict of interest in Government-contractor relationships. 

FAR § 3.101-1. 

In addressing organizational conflicts of interest, our Office has held that, where the 
record establishes that a conflict exists, we will presume that the protester was 
prejudiced, unless the record establishes the absence of prejudice. See The 
Jones/HUI Joint Venture. B-286194.4 etal.. Dec. 5, 2001, 2001 CPD f 194; TDF Com.. 
B-288392, B-288392.2, Oct. 23, 2001, 2001 CPD 1 178. Similarly, where, as here, the 
record establishes that a procurement official was biased in favor of one offeror, and 
was a significant participant in agency activities that culminated in the decisions 
forming the basis for protest, we believe that the need to maintain the integrity of the 
procurement process requires that we sustain the protest unless there is compelling 
evidence that the protester was not prejudiced. See Department of the AirForce- 


“ On November 10, Lockheed Martin also submitted a protest challenging various 
actions regarding the Air Force procurement to upgrade the avionics of the C-130 
aircraft We are addressing the issues raised in that protest in a separate decision. 
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Request for Recon. . B-234060, B-234060.2, Sept. 12, 1989, 89-2 CPD H 228. As 
discussed below, the agency has failed to provide compelling evidence that Druyun’s 
bias in favor of Boeing did not influence the various decisions leading to the award 
of the SDD contract to Boeing. 

In an effort to establish that Druyun was not materially involved in the changes made 
to the SDB requirements. Dr. Marvin Sambur, former Assistant Secretary of the Air 
Force for Acquisition and Druyun’s immediate supervisor during the period in which 
the changes were made, submitted a declaration to our Office, stating: “To the best 
of my knowledge, Mrs. Druyun had nothing to do with the changes to the SDB 
requirements.” Agency Report, Tab 79, Sambur Declaration, at 2. Various other 
procurement officials submitted similar declarations and, along with the Assistant 
Secretary, provided testimony at the GAO hearing.'® In our view, the record 
contradicts the agency’s assertion that Druyun was not materially involved in the 
process that culminated in the May 2002 changes; to the contrary, the 
contemporaneous record shows significant involvement by her in that process. 

In addressing the issue of Druyun’s involvement, we first consider the formal matter 
of who was functioning as SSA-that is, the lead procurement official for this 
procurement-during the period leading up to the changes at issue. Until 
February 2002, Druyun was designated as the SSA for this procurement. Agency 
Report, Tab 12, DraJEt Source Selection Plan (Nov. 6, 2001). At the GAO hearing, 
Sambur, the former Assistant Secretary, testified that in February 2002, he removed 
Druyun as the SSA, designating himselif as the SSA in her place. Tr. at 37; Agency 
Report, Tab 79 at 1, Sambur further testified that, in June 2002, he appointed 
Stokley, previously the SSAC chair, to be the SSA. 'Tr. at 38; Agency Report, Tab 79, 
at 2. Notwithstanding his own designation as the SSA, Sambur acknowledged during 
the GAO hearing that: “I never acted as an SSA, never made any decisions in that 


“ In contrast to the clear recollection that agency witnesses fairly uniformly had that 
Druyun had no significant input to, or material involvement in, the decisionmaking 
process that culminated in the changes at issue here, those witnesses frequently 
were unable, when confronted with documentary evidence indicating Druyun’s 
apparent input or involvement, to recall specific details surrounding various 
meetings, briefings or other communications. See, e.g. . Tr. at 73, 83, 86-87, 89, 111, 
297-98, 301, 303, 317, 324, 325-26, 341, 353, 627, 702, 710, 716-17, 728, 746. The 
witnesses’ limited ability to recall specific information regarding the ultimate 
conclusions they assert leads our Office to place correspondingly limited weight on 
their unsupported conclusory assertions. Our decision primarily relies on the 
contemporaneous records that have been produced to date, including e-mails, notes, 
and memoranda, which indicate Druyun was materially involved in the 
decisionmaking process. 

" Druyun had been the SSA for the preceding CAD procurement. 
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part.” Tr. at 55. Rather, Sambur maintained that Stokley was actually functioning as 
the SSA after February 2002.‘“ However, Stokley’s testimony regarding her activities 
prior to June 2002 conflicts with Sambur’s. Specifically, Stokley testified that she 
functioned as the SSAC chair from February through June 2002, that Sambur was the 
SSA, and that she was “very surprised” when Sambur advised her, during a meeting 
in June, that he did not want to be the SSA. She further testified that she considered 
her appointment to the SSA position in June to be a “m^or change”'* and that, as a 
result of that appointment, she “had a much different level of responsibility ” 

Tr. at 266-71. 

In short, the record shows that Sambur believed Stokley was performing the SSA 
duties from February through June 2002, while Stokley believed Sambur was 
performing those duties during this period.^ In reality, the contemporaneous record 
suggests that, in the absence of either Sambur or Stokley stepping into the SSA’s role 
and performing the functions of the lead acquisition official during that period. 


In this regard, Sambur testified as follows: 

Sambur: I actually did nothing with making any decision in terms of 
who was selected in any shape or form. 

GAO: Okay. But other than the final source selection decision, an SSA 
is involved in the procurement prior to that time. 

Sambur But Judy Stokley was basicaUy-Judy Stokley was doing all of 
the SSA work. * 


GAO: So it’s your testimony that from February 2002 on, Judy Stokley 
was, in effect, the SSA? 

Sambur: In effect, she held the meetings, and she reported to me if she 
felt there was anything unusual. 

GAO: And you did not-again, just to summarize your testimony, you 
did not perform any SSA functions during that period? 

Sambur No. 

Tr. at 55-56. 

She elaborated, “I was sitting there with my brain spinning.” 'Tr. at 270. 
Druyim was Stokley’s irtunediate supervisor during this period. Tr. at 276. 
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Druyun continued to perform those functioiis-in much the same manner as she had 
before February 2002.^' 

Specifically, the record demonstrates multiple examples of Druyun’s significant 
involvement in activities during the period leading up to the May 2002 SDB changes. 
For example, in late January 2002, Druyun received a briefing from Boeing regarding 
the potential to accelerate the SDB performance requirements. Agency Report, 

Tab 1 4, Boeing Briefing Slides. Following that meeting, Druyun issued a “tasker” to 
the source selection evaluation team chair to “put together an accelerated program 
for SDB to present to {the Air Force Chief of Staff] by the end of [February].” 

Agency Report, Tab 19. ® The SDB program office subsequently complied with 
Druyun’s “tasker” without further checking with Sambur. Tr, at 699-700. 

Notwithstanding her formal removal as the SSA in February, Druyun met with 
Lockheed Martin personnel in early March to discuss their capabilities to accelerate 
the SDB program. Agency Report, Tab 21, Lockheed Martin Briefing Slides. Despite 
the fact that program acceleration w'as a ‘massive priority,” Sambur was unaware of 
the meeting between Druyun and Lockheed Martin. Ti. at 83. The record further 
shows that Druyun reviewed an advance \’'ersion of the acceleration briefing 
provided by the SDB Program Director to the Air Force Chief of Staff, before it was 
presented to Sambur and, again, that Sambur was unaware that Druyun had been so 
briefed. Agency Report, 'Tab 112; Tr. at 109-10. 

The record further shows that, on April 24, the ACC’s representative for the SDB 
program provided separate briefings to Dmsnm and Sambur regarding the pending 
changes to the SDB requirements. Druyun was briefed first, early in the morning; 
Sambur received the same briefing later in the day. Agency Report, Tab 124, at 51; 
Tr. at 583-84. Among other things, those briefings stated that Lockheed Martin’s 
[deleted]; one of the slides from this briefing states: [deleted]. Agency Report, Tab 
127, at 14, Air Force Briefing Slides. “ 


It is clear that Druyun was not reluctant to assert herself. Sambur testified that 
Druyun performed her duties in a “very unique” manner, elaborating that she had a 
“dictatorial management style” and “was not the [kind of] person who usuaDy said 
[‘[mother, may I[?’]” Tr. at 76, 169. 

“ Lockheed Martin was subsequently given a similar opportunity. 

” The contracting officer describes this action, stating that Druyun “directed” the 
SDB program office to “determine if botii Lockheed Martin and Boeing had 
acceleration strategies,” Agency Report, Contracting Officer’s Statement, at 7. 

In an e-mail dated April 25, sent by Stokley to a recipient list that began with 
Dniyun, Stokley attached a proposed memorandum to be sent to the Secretary of the 
Au Force and his Chief of Staff summarising the then-potential changes to the SDB 

(continued...) 
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As noted above, an independent technical review of the [deleted] was conducted; 
despite the fact that Dmyun no longer had any formal responsibility with regard to 
this procurement, she initiated that review, Agency Report, Contracting Officer’s 
Statement, at 8; Agency Report, Tab 126, at 4; Tr. at 310, 674, 719. “ Although the 
specific results of that evaluation are “highly classified,” Tr. at 740, and were not 
reviewed in the context of our Office’s bid protest proceedings, at the hearing 
Stokley testified that the independent review concluded that Lockheed Martin’s 
technology [deleted], “ and that the [deleted] was communicated to Dmyun prior to 
the time the changes were made to the SDB requirements. Tr. at 311, 313, 

The record further indicates that the Dmyun-directed technical evaluation was the 
basis for imposing an accuracy requirement of “4 meters or better” into the 
evaluation criteria, and that this requirement was imposed over the objections of 
ACC officials, that is, the user community. Tr. at 619-20. Specifically, in a 


(...continued) 

requirements and asking the e-mail recipients to “Please let me know if I have missed 
any key points.” Among other things, the draft memorandum to the Secretary and 
the Chief of Staff stated: “[W]e tilso conducted an independent review of the 
[deleted] that [deleted] Lockheed currently has .... Our review determined that 
[deleted]. Agency Report, Tab 120, at 39. On April 26, the memorandum was sent to 
the Secretary of the Air Force summarizing the proposed changes; however, the 
above-quoted portion of the draft memorandum was changed to read as follows: 
“[W]e also conducted an independent review of the [deleted] that [deleted] Lockheed 
currently has .... Our review determined that [deleted]. Agency Report, Tab 120, at 
6-7 . At the GAO hearing, none of the witnesses could recall who was responsible for 
this change. 

At the GAO hearing, the SDB program manager testified that [deleted] . . . after the 
contractors departed . . . she [Dmyun] had us stick around, and she directed that we 
hire a guy named [deleted] to go do an independent [evaluation], 'That is my 
recollection.” Tr. at 720. At the hearing, Stokley testified that independent technical 
reviews are “quite typical,” maintaining “we have lots of independent reviews and 
independent assessments.” Tr. at 315. Stokley was, however, unable to identify any 
other independent technical review that had been conducted during the SDB 
procurement. Tr. at 316. 

Similarly, the ACC representative for the SDB program testified that the 
independent technical review concluded that [deleted]. Tr. at 618. 

” At the GAO hearing, the ACC representative testified that there was a 
disagreement” over the imposition of the 4-meter CEP requirement and that this 
“has been a touchy subject for some time.” Tr. at 619, 622. The user community 
beheved that an alternative measure for accuracy, referred to as “weapons 
effectiveness,” should have been used. Id. 
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Memorandum for the Record created by the SDB program manager summarizing the 
final decision regarding the changes to the requirements, the program manager 
states: 


Several changes were directed: 


Bring more accmacy to Phase I . . . . Pursuant to a previous 
independent tech[nical] eval[uation] by [deleted] (Ex DARPA 
consriltant) and Mrs. Darleen Druyun, based on risk, this number was 
decided to be 4 meters or better Total Weapon System Delivery 
Accuracy. 

Agency Report, Tab 126, at 4.“ 

Finally, the record indicates that Druyun contacted Raytheon and requested that 
Raytheon communicate with Boeing, and that subsequently Boeing proposed to 
include Raytheon in its efforts to meet the SDB requirements.® The record indicates 
that, in fact, Raytheon provided support to Boeing in proposing to meet the SDB 


® In the context of maintaining that Druyun was not materially involved or influential 
with regard to the SDB program changes, the Air Force has argued that the user 
commimity, that is, the ACC, was solely responsible for determining the SDB 
requirements, and since Druyun was not part of the ACC, she could not have 
influenced the requirements. Tr. at 31-36. While it may be true that the user 
community generally determines requirements, it appears this principle was not 
strictly followed with regard to the SDB requirements. The above discussion 
regarding the imposition of the 4-meter accuracy requirement “[pjursuant to” the 
Druyun-directed technical evaluation-over the disagreement of the ACC user 
communlty-demonstrates the inaccuracy of the agency’s assertion that Druyun 
could not have affected the requirements because she was not part of the ACC user 
community. 

® At the GAO hearing, the SDB program manager testified as follows: 

Counsel: Do you have any knowledge of a contact by Mrs. Druyun to 
Raytheon regarding an accuracy approach for Boeing for SDB? 

Program Manager: I have-I received a phone call from the Boeing 
program manager asking why would Druyun be calling them-or asking 
Raytheon to come talk to Boeing. . . . 

Tr. at 745. 
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requirements. A Boeing presentation to the Air Force, made in September 2002, 
included the following statements; 

• Raytheon Involvement 

-Independent Confirmation of our Trades 
-Additional Resources and Expertise will be Brought 
to the SDB Program 

Agency Report, Tab 91(c), at 2. 

Based on the record discussed above, we reject the agency's assertion that Druyun 
was not materially involved or influential in the process leading up to the SDB 
program changes made in May 2002.” 

CONCLUSION 

We briefly summarize here the key points that the record establishes in this protest: 
Druyun felt “indebted” to Boeing; the SDB program initially contemplated an 
evaluation of the offerors’ capabilities t^ainst moving targets; early in the process, 
Lockheed Martin was perceived as having a “strength” and Boeing was considered 
“weak” with regard to the moving target requirements; most of the requirements 
associated vsdth moving targets and the associated evaluation factors were 
subsequently deleted; Druyun had significant involvement in the decisionmaking 
process that culminated in the deletion of the moving target requirements; Boeing 
was selected for awtird without consideration of its capabilities regarding the 
deleted requirements; and the agency is in the process of adding the 
previously-deleted requirements to Boeing’s contract on a sole-source basis. 

As noted above, where, as here, the record establishes that a procurement official 
was biased in favor of one offeror, our Office believes that the need to preserve the 
integrity of the procurement process requires that the agency demonstrate that the 
protester was not prejudiced by the procurement official’s bias in order for our 
Office to deny the protest. Here, in defending against Lockheed Martin’s protest, the 
agency has maintained that Druyun had no significant involvement or influence in 
the agency’s decisiorunaking process leading up to the May 2002 changes and, 
further, that only the ACC, the user community— not the acquisition community of 
which Druyun was apart-was in a position to make determinations regarding the 


” The record includes an additional document suggesting that Druyun was 
involved in the SDB procurement. In responding to Lockheed Martin’s protest 
to our Office, the Air Force forwarded to us a letter [deleted]. 
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contract requirements. As discussed above, the record in this case does not provide 
persuasive support for either position.” 

On this record, the agency has failed to demonstrate that Lockheed Martin was not 
prejudiced by Druyun’s acknowledged bias. The protest is sustained. 

RECOMMENDATION 

The record indicates that, although the agency intends to add the phase n 
requirements on a sole-source basis to Boeing’s SDD contract, the contract has not 
yet been so amended. Tr. at235. Inthecontextof all of the facts discussed above, 
along with the fact that contract performance of the phase II requirements has not 
yet begun, we recommend that the agency conduct a competitive procurement to 
meet the previously deferred phase n requirements.® 

With regard to the phase I requirements, Lockheed Martin notes that a substantial 
portion of the contract has already been performed; accordingly, Lockheed Martin 
requests that we recommend that Lockheed Martin be reimbursed for the proposal 
preparation costs it expended in competing for the SDD contract.® As explained 
below, we decline to recommend recovery of Lockheed Martin’s proposal 
preparation costs at this time. 

In reviewing the record submitted by the agency in response to Lockheed Martin’s 
protest, counsel for Boeing expressed concern regarding potential conflict of 
Interest issues relating to a Lockheed Martin employee, former Air Force Brigadier 
General [deleted]. UntU [deleted] 2001, [deleted] was the [deleted], for the user 
community for the SDB program. In [deleted] 2001, [deleted] retired from the 


” We agree that the record does not establish that, but for Druyun’s involvement, the 
May 2002 changes would not have been made or that, absent the changes, Lockheed 
Martin would have won the competition. 

® In light of the passage of time, it may be that offerors other than Lockheed Martin 
and Boeing have capabihties to meaningfully compete for these requirements; 
accordingly, our recommendation does not reflect any position on whether the 
competition should be limited to Lockheed Martin and Boeing. Rather, at this point, 
we defer to the agency’s reasonable discretion to determine whether inclusion of 
other potential competitors is feasible and otherwise appropriate. 

® We note that, because the source selection decision regarding the SDD contract 
was based on Boeing’s and Lockheed Martin's performance under their respective 
CAD contracts, and that Lockheed Martin has already been compensated for its CAD 
performance, there is some question as to what additional costs, if any, would be 
properly recoverable. 
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Air Force and immediately thereafter began employment with Lockheed Martin. In 
[deleted] 2002, [deleted] was appointed [deleted] for Lockheed Martin’s [deleted], 
where he was responsible for supervising Lockheed Martin’s efforts to [deleted] and 
“regularly attended briefings and meetings with Air Force officials regarding the SDB 
program.” Tr. at 537; Lockheed Martin’s Comments on Agency Report, exh. 7, 
Declaration of [deleted], at H 2. In light of his SDB-related responsibilities prior to 
retiring from the Air Force in [deleted] 2001, and his SDB-related role on behalf of 
Lockheed Martin after [deleted] 2002, GAO requested that he appear and testily at 
the hearing conducted in connection with this protest. 

At the hearing before our Office, [deleted] testified that, before retiring from the Air 
Force, he requested and received what is referred to as a “30-day letter” regarding 
post-employment restrictions from the Air Force Staff Judge Advocate (SJA).®" In 
that letter the SJA provided certain opinions and advice regarding the statutory 
provisions of 41 U.S.C. § 423 (2000) and 18 U.S.C. § 207(c), (f) (2000)."" In addition, 
following the SJA’s discussion of those statutes, the “30-day letter” stated: 

Restrictions under other laws that have not been addressed in this 
opinion may apply to you (Attachment). [“] In particular, the facts 
contained in your letter suggest that the post-government employment 
restrictions of Title 18, United States Code, Section 207(a)(1) and/or 
Section 207(a)(2) may apply to you with respect to your employment 
with any company. ["’] If you have any questions regarding conflict of 


“ In [deleted] letter to the SJA, requesting the “30-day letter,” [deleted] stated: “In no 
case in the last year have I personally been involved with a source selection nor has 
anyone who reports to me directly been involved with a source selection.” Letter 
from [deleted] to Air Force ([deleted] 2001) at 2. 

There does not appear to be any issue regarding [deleted] compliance with the 
requirements of 41 U.S.C. § 423 and 18 U.S.C. § 207(c), (1), which impose 1-year 
restrictions on certain activities. 

“ At the bottom of the letter, the following notation appeared: “Attachment: Pre- 
and Post-Employment Restrictions.” At the GAO hearing, [deleted] testified “I do not 
recall getting an attachment [with the letter].” Tr. at 496. 

The provisions of 18 U.S.C. § 207(a)(1) impose a permanent restriction with regard 
to an officer or employee of the United States who, after termination of his or her 
employment with the United States, makes any communication intended to influence 
a United States government employee in connection with “a particular matter” in 
which the former officer or employee “participated personally and substantially as 
such ofllcer or employee” and “which involved a specific party or specific parties at 
tile time of such participation.” Similarly, the provisions of 18 U.S.C. § 207(a)(2) 
impose a 2-year restriction with regard to an officer or employee of the United 

(continued...) 
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interest or post-retirement provisions, you may contact us or your 
nearest installation staff judge advocate for assistance. 

Letter from Air Force SJA to [deleted] ([deleted] 2001). 

At the GAO hearing, [deleted] testified that, notwithstanding the above-quoted advice 
within the “30-day letter” that “Restrictions under other laws that have not been 
addressed in this opinion may apply to you” and that notwithstanding the specific 
reference to the restrictions of 18 U.S.C. § 207(a)(1), (a)(2), he was subsequently 
advised, orally, by the SJA “not to worry about it,” and that these provisions were 
only put into the letter to “Cover their butt.” Tr. at 495. * 


(...continued) 

States who makes a communication intended to influence a United States 
government employee in coimection with a “particular matter” which the former 
officer or employee “knows or reasonably should know was actually pending under 
his or her official responsibility as such officer or employee within a period of 1 year 
before the termination of his or her service or employment with the Urrited States,” 
and “which involved a specific party or specific parties at the time it was so 
pending.” 

“ In this regard, [deleted] testified as follows: 

GAO: Then the next paragraph says “Restrictions vmder other laws 
that have not been addressed in this opinion may ajiply to you 
(attachment).” What did you think that sentence meant? 

[deleted]: When 1 asked [the SJA] about that, my recollection of the 
conversation was that is a paragraph that we have to put in there to 
cover their-1 don’t know how to put this politely. 

GAO: You’re thinking the word “butt”? .... 

[deleted]: Cover their butt because of the breadth of this code. He told 
me-I was advised not to worry about it. 

GAO: So your interpretation was that this sentence had no application 
to you? 

[deleted]: That’s correct, that once 1 got through the one year 
[restrictions imposed by 41 U.S.C. § 423 and 18 U.S.C. § 207(c) (f)], 
there were no other known restrictions. 

Tr. at 494-95. 
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[deleted] also testified that, to his recollection, Lockheed Martin never requested that 
he identify the particular matters in which he was personally and substantially 
involved, or which were under his official responsibility during the period preceding 
his retirement from the Air Force, nor did Lockheed Martin raise the issue of his 
compliance with the requirements of 18 U.S.C. § 207(a)(1) and (a)(2) in any way 
Tr. at 497-98. 

Subsequently, at the GAO hearing, counsel for Boeing questioned [deleted] regarding 
attendance at an Acquisition Strategy Planning (ASP) meeting for the SDB program 
that was conducted by Druyun on April 10, 2001. [deleted] testified that he was not 
sure whether he attended this meeting, but he did recall attending a meeting with 
Druyun in which the small diameter bomb was discussed. With regard to that 
meeting, [deleted] testified, “I did not participate in that discussion.” Tr. at 500. 

Following the GAO hearing, the agency produced a document titled “Acquisition 
Strategy Panel (ASP) Minutes],] Small Diameter Bomb (SDB)],] 10 April 2001, 

SAF/AQ Conference Room.” Agency’s Jan. 31, 2005 Document Production, at 1-3. 
Under the heading, “Mfyor Discussion Items,” this document states: “The purpose of 
the ASP was to review the acquisition strategy for the Small Diameter Bomb 
program. 'These minutes wiU follow the sequence of the slides as presented, but will 
only address those slides where significant discussion occurred, or where action 
items were assigned.” ASP Minutes at 1. Following this statement, the follotving 
entries appear: 

Slide 7: General [deleted] discussed the possibility of identifying 
weapon effectiveness as a Key Performance Parameter (KPP), in 
addition to loadout and interoperability. Given the stage of the 
program, however, it was determined that staying with just the two 
KPPs would be the best strategy. 


Slide 25: . . . Gen [deleted] indicated that the Navy wiU not have 
internal carriage capabilities for several years and if the Navy 
determines that there is a need to integrate SDB on the F-14 or F-18, 
the external integration would not be significantly different than that of 
the F-15 or F-16. 


Slide 28: Gen [deleted] reiterated that weapon effectiveness will 
remain a requirement, but will not be designated as a KPP. 
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Slide 31: Gen [deleted] expressed an interest in moving the Phase 1 
schedule to the end of FY05, but realizes the funding and production 
ramp-rate are limiting an earlier production date. 


Slide 38: Gen [deleted] indicated that a combined DT and OT for SDB 
will be moved to Eglin, and that there will be no duplication in OT of 
tests completed in DT. 

ASP Minutes at 1-2. 

Whether or not [deleted] violated the post-employment restrictions of 18 U.S.C. § 207 
is not within the purview of our bid protest regulations, because 18 U.S.C. § 207 is a 
criminal statute and its interpretation and enforcement, and the interpretation and 
enforcement of related regulations, are matters for the procuring agency and the 
Department of Justice. Technology Concents and Design. Inc B-241727, Feb. 6, 
1991, 91-1 CPD H 132 at 4. Based on all of the above, however, we have concerns 
regarding the propriety of [deleted] involvement in Lockheed Martin’s efforts to win 
the SDD contract; his allegation that the Air Force SJA told him “not to worry” about 
the post-employment restrictions imposed by 18 U.S.C. § 207(a)(1), (a)(2); and his 
statement that Lockheed Martin failed to discuss post-employment restriction issues 
with [deleted]. 

Accordingly, we recommend that the Air Force perform a thorough review of this 
matter and report its findings back to this Office. Pending our receipt of that review, 
we decline to recommend reimbursement of Lockheed Martin’s proposal preparation 
costs. We will entertain a renewed request from Lockheed Martin regarding payment 
of such costs following our receipt of the Air Force review of this matter. However, 
we do recommend that Lockheed Martin be reimbursed its costs of filing and 
pursuing this protest, including reasonable attorneys’ fees. Lockheed Martin should 
submit its certified claim for costs, detailing the time expended and costs incurred, 
directly to the contracting agency within 60 days after the receipt of this decision. 

Bid Protest Regulations, 4 C.F.R. § 21.8(Q(1). 

Anthony H. Gamboa 
General Counsel 
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Decision 


Comptroller General 

of the United States 

DOCIMeNT FOR TO 

The decision issued on the date below was subject to a 
GAO Protective Order. Ihis redacted version has been 
approved for public release. 


Matter of: Lockheed Martin Aeronautics Company; L-3 Communications 
Integrated Systems L.P.; BAE Systems Integrated Defense 
Solutions, Inc. 

FUe: B-295401, B-293401.2, B-296401.3, B-295401.4, B-296401.5 B-295401 6 

B-295401.7, B-29540L8 

Date: February 24, 2005 

Marcia G. Maien, Esq., Michael E. Lackey, Jr., Esq., David F. D"owd7Esq7Siicha5^T 
Farley, Esq., Monica A Aquino, Esq., Patricia H. Becker, Esq., Mayer, Brown, Eowe 
& Maw, for Lockheed Martin Aeronautics Company^ Paul W. Searles, Esq., and 
Sharon N. Freytag, Esq., Haynes and Boone, for L-3 Communications Inte^ated 
Systems L.P.; Drew A Barker, Esq., Michael E. Ginsberg, Esq., Elizabeth Tei.se Esq 
Joseph M. Catoe, Esq., Arnold & Porter, and John S. Pachter, Esq., Jonathan D. 
Shaffer, Esq., and Sophia R. Zetterlund, Esq., Smith Pachter McWhorter & Allen, for 
BAE Systems Integrated Defense Solutions Inc., the protesters. 

Richard B. Clifford, Jr., Esq., Lee P. Curtis, Esq., Kelly A. Cameron, Esq., Suzette W. 
Derrevere, Esq., and Emily C.C. Poulin, Esq., Perkins Coie, for The Boeing Company 
an intervenor. ’ 

Bryan R. 0 Boyle, Esq., Lt. Col. David Bell, Mqj. Rebecca Vernon, Peter M. Dltalia, 
Esq., Bridget E. Lyons, Esq., and Mty. Tishlyn Taylor, Department of the Air Force 
for the agency. ’ 

Glenn G. Wolcott, Esq., and Michael R. Golden, Esq., Office of the General Counsel, 
P^tcipated in the preparation of the decision. 

DIGEST ' ' 


1. Where a senior procurement official who functioned as the source selection 
authority has acknowledged bias in favor of the awardee, and was materially 
Involved in the evaluation of proposals, indicating during the evaluation process that 
she believed the awardee’s technical ratings should be raised in various areas and 
that the protesters techmcal ratings should be lowered in various areas, the protests 
are sustained based on the agency’s failure to demonstrate that the senior official’s 
acknowledged bias did not prejudice the protesters and that the integrity of the 
procurement process was not compromised. 
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2. Protests are sustained where, following submission of final proposal revisions, the 
agency reopened discussions in order to permit the ultimate awardee to address an 
aspect of its proposal that was contieiry to instructions previously given by the 
agency during discussions, but failed to identify similar concerns with the proposals 

of the protesters. 

DECISION 

Lockheed Martin Aeronautics Company, L-3 Communications Integrated Systems, 
L.P., and BAE Systems Integrated Defense Solutions, Inc. protest the Department of 
the Air Force’s award of a contract to The Boeing Company pursuant to request for 
proposals (RFP) No. F33657-99-R-0033 to perform various activities related to the 
avionics modernization upgrade program (AMP) for C-130 aircraft. The protesters 
maintain that Darleen Druyun, in her capacity as the Air Force’s Principal Deputy 
Assistant Secretzuy for Acquisition, improperly manipulated the evaluation and 
source selection process in favor of Boeing. 

We sustain the protests. 

BACKGROUND 

The protests challenge an evaluation and source selection process that took place 
between June 2000 and June 2001. As a procedural matter, our Office’s timeliness 
rules generally preclude consideration of protests challenging agency actions, such 
as these, that took place in the relatively distant past. See Bid Protest Regulations, 

4 C.F.R. § 21.2 (2004). Here, however, the protests are based on information first 
obtained by the protesters in October 2004 due to the public disclosure at that time 
of documents relating to Darleen Druyun’s criminal conviction and sentencing for 
violation of the conflict of interest provisions codified at 18 U.S.C. § 208(a) (2000).' 


' In April 2004, Druyun initially pled guilty in the United States District Court for the 
Eastern District of Virginia to violating the provisions of 18 U.S.C. § 208(a), which 
prohibit an officer or employee of the United States government ft^m “participat[ing] 
personally and substantially as a Government officer or employee ... in a . . . 
contract ... in which, to Ids knowledge . . . [an] organization with whom he is 
negotiating or has any arrangement concerning prospective employment, has a 
financial interest.” Agency Report, Tabs 10-12. In connection with that April 2004 
plea agreement, Druyun subnutted a statement of facts disclosing that, in 
October 2002, Druyun met with a Boeing executive to negotiate Druyun’s subsequent 
employment by Boeing. (Druyun retired from the Air Force in November 2002 and 
began employment with Boeing in January 2003.) At the time of the October 2002 
secret meeting, Druyun was also negotiating with Boeing on behalf of the Air Force 
for the lease of 100 Boeing KC 767A tanker aircraft. Agency Report, Tab 12, at 30. In 

(continued...) 
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Since the protesters had no reason to know of the information disclosed in those 
documents, we view the protests as timely. 

Druyun’s Bias in Favor of Boeing 

The record establishes that, in 2000, Druyim contacted personnel at Boeing to 
request that Boeing employ her daughter and future son-in-law. Agency Report, 
Tab 10, Statement of Facts, at 3-4. The record is also clear that, in response to 
Druyun’s requests, Boeing created a position for Druyun’s daughter and hired both 
the daughter and future son-in-law in the fall of 2000. Id In her supplemental 
statement of facts, signed by both herself and her personal attorney, and submitted 
to the Court in connection with her October 2004 criminal plea, Druyun stated: 

Defendant acknowledges that Boeing’s employment of her future 
son-in-law and her daughter in 2000, at the defendant’s request, along 
with the defendant’s desire to be employed by Boeing, influenced her 
government decisions in matters affecting Boeing. 

Agency Report, Tab 13, Supplemental Statement of Facts, at 2. 

More specifically, with regard to the C-130 avionics upgrade procurement, Druyun 
stated: 

The defendant was the selection authority in 2001 for the C 130 AMP 
which was an Air Force procurement of more than four billion dollars 
to upgrade the avionics of C-130 aircraft. The defendant selected 
Boeing from four competitors, and now acknowledges that she was 


(...continued) 

submitting her April 2004 plea, Druyun’s position, as subsequently described by the 
Court, was that her actions constituted “more or less a technical violation [of the 
law]’’ in that she had always acted in the best interests of the United States. Agency 
Report, Tab 14, Sentencing Hearing Transcript (Oct. 1, 2004), at 13. Nonetheless, as 
part of her April 2004 plea agreement, Druyun agreed to take a polygraph 
examination. Following that examination, Druyun’s position regarding the nature of 
her actions changed dramatically, as discussed in more detail below. On October 1, 
2004, Druyun again submitted a plea agreement in connection with her violation of 
18 U.S.C. § 208(a); with that plea, she submitted a supplemented statement of facts. 
Agency Report, Tabs 13-14. Various documents associated with the October 2004 
criminal proceedings, including the supplemental statement of facts, were released 
to the public on October 1 or shortly thereafter. 
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influenced by her perceived indebtedness to Boeing for employing 
her future son-in-law and daughter. The defendant believes that an 
objective selection authority may not have selected Boeing. 

Id at 3." 

The C-130 Procurement 

In April 2000, the agency issued RFP No. F33657-99-R-0033, seeking proposals to 
perform various activities associated with the C-130 AMP . Pursuant to the agency s 
source selection plan, offerors were advised that proposals would be evaluated on 
the basis of the following equally-weighted factors: mission capability, past 
performance,* cost/price, ‘ and proposal risk. With regard to mission capability, the 


* In addition to the statements quoted above, documents associated with the 
October 2004 criminal proceedings reflect Druyun’s statements that, during 2000, 
Druyun negotiated a settlement with Boeing concerning “the C-17 H22 contract 
clause,” which occurred at the time Druyun was seeking employment at Boeing for 
her daughter’s boyfriend, and that Druyun’s “decision to agree to a payment of 
approximately 412 million dollars to Boeing in coimection with the C-17 H22 clause 
was influenced by Boeing’s assistance to the defendant.” IiL at 3-4. 

“ The C-130 AMP is intended to modernize the C-130 avionics in approximately 
600 aircraft “to meet the latest standards for performance and safety and to lower 
the total cost of ownership.” Agency Report, Tab 16, Source Selection Plan, at 4. 
Specifically, the program will “increase survivability of the U.S. military’s C-130 fleet, 
while complying with Global Air Traffic Management (GATM) requirements and the 
Air Force Navigation and Safety (Nav/Safety) Masterplan.” Id Additional 
equipment needed to meet night vision imaging system requirements and to improve 
the C-130’s precision approach «md l«mding capability will also be installed, as well as 
interfaces necessary to integrate “Real Time Information in the Cockpit.” Id Finally, 
the program will lower the overall ownership cost of the C-130 fleet by generating a 
reduction of cockpit crew manning, and “by implementing a cost effective and open 
architecture to increase Reliability, Maintainability, and Sustainability (RM&S) of the 
avionics suite.” Id 

* Possible past performance ratings were “high confidence” (exceptional), 
“significant confidence” (very good), “confidence" (satisfactory), “unknown 
confidence” (neutral), “little confidence” (marginal), and “no confidence” 
(imsatisfactory). Agency Report, Tab 6, at 108. 

* With regard to cost/price, offerors were advised that the agency would calculate a 
most probable total ownership cost (MPTOC) for each proposal that incorporated 
various projected costs, including those associated with engineering manufacturing 
development, production, tuid installation. Agency Report, Tab 16, at 32. 
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following subfactors were listed in descending order of importance: management, 
system development, software, production and installation, and small business 
subcontracting. Offerors were advised by the RFP that, in evaluating the mission 
capability subfactors, the agency would assign a color rating and risk assessment for 
each subfactor." In coipunction with the color ratings and risk assessments, the 
agency employed what it referred to as a “star convention” (not disclosed in the 
RFP), whereby the agency assigned varying numbers of “stars” to evaluated 
strengths and weaknesses in order to establish the relative significance of those 
strengths and weaknesses. Agency Report, Tab 8, at 1.’ 

Initial proposals were submitted during the summer of 2000 by Lockheed, Raytheon," 
BAE, and McDonnell Douglas Corporation, a wholly-owned subsidiary of Boeing.’ 
Upon receipt, the source selection evaluation team (SSET^ began its evaluation of 
the proposals and, thereafter conducted discussions by preparing and providing 
“evaluation notices” to the offerors concerning various aspects of their proposals. 

After the evaluations had begun, there were a series of meetings between Druyun 
and the SSET to discuss the ongoing evaluation. Specifically, during the period 
leading up to submission of final proposal revisions (FPR), Druyun met with some or 
all of the evaluators on September 15, October 16, December 5, December 21, and 
January 23. Agency Report, Box 28, Notebooks 1-4. 

On February 13, 2001, the contracting officer requested submission of FPRs, which 
all four offerors submitted on March 2. On March 9, the contracting officer reopened 
discussions and a second round of FPRs was requested; the second FPRs were 
submitted on March 19. On April 9, the SSET briefed Druyun regarding its evaluation 


‘ Possible color ratings were “blue” (exceptional), “green” (acceptable), “yellow” 
(marginal), and “red” (unacceptable); possible risk assessments were “low,” 
“moderate,” and “high.” Agency Report, Tab 6, at 15. 

^ This concept augmented the color ratings and risk assessments assigned for each 
subfactor. In the context of such ratings, the evaluators assigned three stars to an 
“exceptional” strength, two stars to an “outstanding” strength, and one star to a 
“significant” strength. Similarly, the evaluators assigned three stars to a weakness 
that could create “significant disruption,” two stars to a weakness with “some risk 
potential,” and one star to a weakness with “little risk potential.” Agency Report, 
Tab 8, at 1-2. 

* This proposal was submitted by Raytheon Company Aircraft Integration Systems. 
L-3 Communications has submitted uncontested documentation indicating that it is 
the complete successor-in-interest to this business entity. L-3 Communications 
Protest, Nov. 12, 2004, attach. 1. 

“ Technical proposals addressing the mission capability factors were submitted on 
June 27; cost proposals were submitted on August 28. Agency Report, Tab 8, at 2. 


Page 5 


B-295401etal. 



749 


of the final FPRs. During the April 9 meeting, Druyun expressed various concerns 
regarding the evaluation; following that meeting, changes were made to the 
evaluations. On April 23, the SSET again briefed Druyun on its evaluation of FTRs. 
On June 4, Druyun selected Boeing for award. Agency Report, Contracting Officer’s 
Statement at 3.'° 

As discussed above, Druyun’s admissions regarding her bias in favor of Boeing were 
released to the public on or about October 1, 2004. Thereafter, the three protesters 
filed various agency-level protests with the Air Force, challenging the agency’s 
actions on this and other procurements on the basis of the information disclosed by 
Druyun in connection with her criminal proceedings.'* By letter to each protester 
dated November 9, the Assistant Secretary of the Air Force for Acquisition advised 
the protesters that “The Air Force is of the opinion that the protest is more 
appropriately considered by the Government Accountability Office (GAO)” and that 
“the Air Force will not decide the protest.” Agency Report, Tab 3. The protests were 
filed with our Office on or about November 10." 

DISCUSSION 

The protesters maintain that Druyun’s recently disclosed bias in favor of Boeing and 
her specific identification of the C-130 procurement as one in which “an objective 
selection authority may not have selected Boeing,” along with the information 
previously disclosed to the protesters regarding the agency’s purported bases for 
rejecting their proposals, demonstrates that their proposals were not evaluated in a 
fair and unbiased manner. 


On July 30, two contracts were awarded to Boeing. One contract was for 
engineering and manufacturing development (EMD) with a value of $453 million and 
included production/installation price commitments for years 2004-2016, with a 
“potential total value of $1,873 billion.” Agency Report, Contracting Officer’s 
Statement at 3. Concurrent with award of the EMD contract, an indefinite- 
deUvery/mdefinite-quantity (ID/IQ) contract was awarded to Boeing as a vehicle to 
acquire separately-funded C-130 aircraft modifications and services. The ceiling for 
the ID/IQ contract is $1 billion. Id 

“ The agency-level protests were filed within 10 days of the time the protesters 
reasonably obtained complete disclosure of the information contained in the 
documents associated with Druyun’s criminal conviction. 

" Lockheed’s protest was filed on November 10; L-3 Communication’s protest was 
filed on November 12; BAE’s protest was filed on November 15. By notice dated 
November 15, our Office advised the parties that we were consolidating the protests. 
Thereafter, in response to the agency’s ongoing production of documents, which 
extended through December 31, various supplemental protests were filed. 
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The agency responds that, notwithstanding Druyun’s acknowledged bias in favor of 
Boeing, the award to Boeing was proper because “there is no evidence that 
Mrs. Druyun influenced the SSET.” Agency Report, Legal Memorandum, at 11, 
Overall, the agency maintains that “the evaluation process was conducted properly 
and in accordance with the evaluation criteria.” Id As discussed below, the record 
does not support the agency’s assertions. 

The Federcd Acquisition Regulation (FAR) provides as follows: 

Government business shall be conducted in a manner above reproach 
and, except as authorized by statute or regulation, with complete 
impartiedity and wdth preferential treatment for none. Transactions 
relating to the expenditure of public funds require the highest degree 
of public trust and an impeccable sttmdard of conduct. The general 
rule is to avoid strictly any conflict of interest or even the appearance 
of a conflict of interest in Government-contractor relationships. 

FAR § 3.101-1. 

In addressing organizational conflicts of interest, our Office has held that, where the 
record establishes that a conflict exists, we wiU presume that the protester was 
prejudiced, unless the record establishes the absence of prejudice. See The 
Jones/Hill Joint Venture. B-286194.4 et al. . Dec. 5, 2001, 2001 CPD If 194; TDF Coro.. 
B-288392, B-288392.2, Oct. 23, 2001, 2001 CPD If 178. Similarly, where, as here, the 
record establishes that a procurement officied was biased in favor of one offeror, and 
was a significant participant in agency activities that culminated in the decisions 
forming the basis for protest, we believe that the need to maintain the integrity of the 
procurement process requires that we sustain the protest unless there is compelling 
evidence that the protester was not prejudiced. See The Department of the Air 
Force-Request for Recon.. B-234060.2, Sept. 12, 1989, 89-2 CPD If 228. As discussed 
below, the agency has failed to provide compelling evidence that Druyun’s bias in 
favor of Boeing did not influence the evaluation and selection of Boeing. 

There can be no dispute that Druyun employed a forceful management style; at the 
hearing conducted by GAO in connection with this protest,^ there was significant 
testimony to this effect.“ Specifically, in the C-130 AMP procurement, Druyun left no 


” In resolving this protest, our OfQce conducted a hearing, on the record, at GAO 
headquarters in Washington, D.C. on January 25-27, 2005. During the hearing, 
testimony was provided by nine government witnesses. Citations to the separate 

transcripts provided for each of the 3 days are “Trl. at ,” “Tr2. at ”, and “Tr3. at 

," respectively. 

“ She was “demanding” and “intimidating,” Tr2. at 297, 299; she communicated 
“forcefully” and “made . . . sarcastic remarks,” Tr3. at 25; she “came across as angry a 

(continued...) 
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doubt as to who was in control from the outset. Before the evaluators had even 
completed their initial review of proposals, Druyun requested that they come to 
Washington, D.C. to discuss the “status” of their evaluations. Trl. at 51-52. This 
meeting was subsequently referred to as the “15 September massacre.” Agency 
Report, Compact Disc 24 of 24, [deleted] E-mail. At the GAO hearing, the SSET chair 
elaborated on this characterization, stating: “Some of these folks had never worked 
vsdth [Druyun] before. They didn’t expect blood on the floor after the meeting. I kind 
of did.” Trl. at 207. 

In this context, we reviewed the contemporaneous record documenting Druyun’s 
involvement in the evaluation process. Contrary to the agency’s assertion that “there 
is no evidence that Mrs. Druyun influenced the SSET,” the record is replete with 
documentation regarding her influence. More specifically, the contemporaneous 
notes and documents regarding the various meetings between Druyun and members 
of the various evaluation teams leading up to submission of FPRs reflect Druyun’s 
repeated questioning of the evaluators’ ratings, and expressions of her belief that 
various aspects of Boeing’s proposal shortld be rated more favorably and that various 
aspects of the protesters’ proposals should be rated less favorably. 

For example, with regard to the evaluation of Boeing’s proposal under the [deleted] 
subfactor, the record shows that, prior to a December 5 meeting with Druyun, the 
SSET had rated Boeing’s proposal as “green," based on Boeing’s reliance on a system 
referred to as [deleted]. At the December 5 briefing, the record shows that Druyun 
asked the evaluators “What did you give to Lockheed [in this area?];”“ Druyun then 
stated, “Not convinced this [Boeing’s proposal] isn’t a Blue.” Agency Report, Book 
28, Notebook 1, Briefing to Druyun, Dec. 5, 2000, at 12; Tr2. at 315-17. Boeing’s 
proposal rating was subsequently raised to blue in this area. Tr2. at317. Similarly, at 
the December 21 briefing to Druyun, the evaluators had assessed Boeing’s proposal 
with regard to [deleted] as a “one-star” strength. Agency Report, Box 28, Notebook 
1, Briefing to Druyun, Dec. 21, 2000, at 51. The record shows that Druyun expressed 
the opinion that “[the] user [wUl] see as a 2[-star] strength.” Agency Report, Box 28, 
Briefing to Druyun, Jan. 23, 2001, at 25; Tr2. at 176-77, 217. Subsequently, this aspect 


(...continued) 

large percentage of the time,” Trl. at 75; “[l]f you showed any weakness . . . she went 
after it,” she “questioned everything,” and “[s]he didn’t trust [that] you did your job.” 
Trl. at 206. 

“ The portion of Boeing’s proposal referred to as [deleted] related to an [deleted]. 

The lead evaluator for the [deleted] explained that [deleted]. 

The evaluators had rated Lockheed’s proposal “blue” and “low" risk in this area, 
based on its reliance on an approach referred to as [deleted]. Agency Report, Book 
28, Briefing to Druyun, Dec. 5, 2000, at 8. 
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of Boeing’s proposal was rated as a “two-star” strength, although the language 
describing the strength did not change. Agency Report, Tab 18D, at 14. 

The record similarly contains documentation of Druyun’s involvement in the 
evaluators’ assessments of Lockheed’s proposal with regard to its approach to 
[deleted]. Specifically, during the SSET briefing to Druyun on December 21, the 
SSET described Lockheed’s proposal of its [deleted] as an “exceptional approach” 
that reflected a “superb understanding of AF [Air Force] requirements,” identifying 
four separate strengths. Agency Report, Box 28, Notebook 1, Briefing to Druyun, 
Dec. 21, 2000, at 40.” The record shows that Druyun directed that the four separate 
strengths be combined into a single strength. Id.'* Again, with regard to the 
evaluation of Lockheed’s proposal under the [deleted] subfactor, the SSET had 
initially rated the proposal “blue” with “low” risk. Druyun questioned this rating, 
asking “Are we sure this is low [risk]?’’ Agency Report, Box 28, Notebook 2, Briefing 
to Druyun, Sept. 15, 2000, at 33; Tr2. at 141. At the next briefing to Druyun a month 
later, Lockheed’s proposal was rated “moderate” risk, even though the charts 
contained the same strengths and weaknesses as at the prior briefing. Agency 
Report, Box 28, Notebook 2, Briefing to Druyun, Oct. 16, 2000, at 72. Again, with 
regard to the evaluation of past performance, the performance risk assessment 
group (PRAG) initially assigned a rating of [deleted] to Lockheed’s proposal. Agency 
Report, Compact Disc 1 of 24, Dec. 5 Update Brief Folder, at slide 216.'“ The lead 
evaluator for the past performance factor testified that, during the December 6 
meeting with Druyun, “literally the only sentence spoken to [me] the entire time I 
was at her table,” was a directive that he review Lockheed’s performance on two 
specific contracts-identified as [deleted] and [deleted]. Tr3. at 182-83.“ Thereafter, 
Lockheed’s past performance rating was lowered to [deleted]. Agency Report, Tab 8, 
at 88. i 

With regard to Raytheon’s proposal, the record shows that its proposal of [deleted] 
under the [deleted] subfactor was initially evaluated by the SSET as “blue" with 
“low” risk, and assigned a “three-star” strength. Agency Report, Box 28, Notebook 1, 
Druyun Briefing, Dec. 21, 2000, at 1, 80. During the SSET briefing to Druyrm on 
December 21, Druyun stated she was “not convinced it’s a blue.” Id Similarly, 
Druyun recommended that various aspects of Raytheon’s proposed that had been 


” Specifically, the SSET briefing identified one “three-star” strength, two “two-star” 
strengths, and one “one-star” strength. Id 

'* The contracting officer’s contemporaneous notes reflect Druyun’s conunent that 
they should “make [the lower three strengths] a subset not separate stars.” Id 

The contemporaneous documentation elaborates: [deleted]. 

“ The lead evaluator for the PRAG testified that Lockheed’s performance was 
[deleted] rated vrith regard to these two contracts. Tr. at 170-71, 183-84. 
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identified as “two-star” weaknesses should be changed to “three-star” weaknesses, 
and that one of its risk ratings should be increased from “moderate” to “high.” 
Agency Report, Box 28, Notebook 2, Briefing to Druyun, Oct. 16, 2000, at 1, 44; 
Power Point Slides, at slides 51, 87. 

With regard to BAE’s proposal imder the [deleted] subfactor, the SSET initially 
evaluated BAE’s proposal as “blue” with “low” risk. At the September 15, 2000 
briefing, Druyun expressed disagreement, stating she “wouldn’t give them [a] blue 
[rating]— maybe green.” Agency Report, Box 28, Notebook 2, Briefing to Druyun, 
Sept. 15, 2000, at 34. Similarly, under the [deleted] subfactor, Druyun suggested 
during the December 21 briefing that the evaluation record “fist as a weakness” an 
aspect of BAE’s proposal related to [deleted]. Agency Report, Box 28, Notebook 1, 
Briefing to Druyun, Dec. 21, 2000, at 28. Finally, the record reflects that Druyun 
summarily rejected a BAE [deleted) proposal as a “non-starter.” Agency Report, Box 
28, Notebook 1, Briefing to Druyun, January 23, 2001, at 20. Nonetheless, Druyun 
had no objection to what appears to be a similar ]deleted] aspect of Boeing’s 
proposal to provide [deleted]. Agency Report, Box 28, Notebook 1, Briefing to 
Druyun, Dec. 21, 2000, at slide 20. 

On February 13, 2001, following completion of the agency’s discussions with the 
offerors, the contracting officer requested that FPRs be submitted by March 2. On 
February 23, while the evaluation was stiU ongoing, the contracting officer sent the 
evaluators an e-mail, carrying the subject heading “Database Cleanup/Organization,” 
directing the evaluators to “clean up" and “delete” various portions of the evaluation 
record. Specifically, the e-mail stated: 

1. Purge EZSource [source selection database] E-Maiiy 

2. Start populating EZSource Lessons Learned file. 

3. Clean up the conunents section of all the forms. For example, delete 
any comments where evaluators/advisors have suggested ratings (color 
or risk) on the analysis worksheets or other forms. K the rating doesn’t 


BAE’s proposal stated that it “aims to [deleted]” and “is prepared to [deleted],” 
offering to [deleted]. Id. 
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match the suggestion, we have protest fodder. Delete any derogatory or 
exceedingly glowing comments. 

Agency Report, Compact Disc 23 of 24, [deleted] E-mail. 

The record contains nothing to suggest that the evaluators failed to follow the 
contracting officer’s direction with regard to deletion of the evaluation record. 

On March 2, the offerors submitted their FPRs. On March 9, the contracting officer 
reopened discussions and requested a second round of FPRs. At the GAO hearing, 
the contracting officer unambiguously testified that discussions were reopened to 
permit Boeing to address a portion of its cost proposal that failed to comply with 
instructions the agency had previously given the offerors.^ No other substantive 
questions were asked of any other offeror during these discussions. However, 
during the GAO hearing, agency witnesses identified specific aspects of the 
protesters’ final proposals that should have been brought to their attention. For 
example, in its March 2 FPR, Lockheed increased the number of labor hours it 
proposed to provide under the [deleted] subfactor. In evaluating this aspect of 
Lockheed’s FPR, the agency assessed a weakness due to Lockheed’s [deleted]. 
Agency Report, Compact Disc 22 of 24, EZSource Database, at 22; Trl. at 91, 96-97. 
The lead evaluator for the [deleted] subfactor testified: “We did not have an 


^ At the GAO hearing, the contracting officer testified that she meant for the 
evaluators to delete only “inaccurate” comments, but could not recall ever clarifying 
her instructions in this regard. Tr2. at 115-16. Even if we were to accept the 
contracting officer’s post-protest explanation regarding her purported intent, we fail 
to understand why the directions she gave were provided while the evaluation was 
stiU ongoing and, presumably, no source selection decision had been made. 

“ Specifically, the contracting officer testified: 

Q. Did you have occasion to reopen discussion[s] on the C-130 AMP 
source selection? 

A. I did have occasion to reopen discussions on March the 9*. 

Q. Why did you reopen them? 

A. I reopened discussions because the proposal submitted by Boeing, 
included a [deleted]. That was contrary to instructions that we had 
given all the offerors during discussions. And so I reopened in 
order to take care of that problem. 

Tr2. at 96-97. 
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opportunity to issue an evaluation notice. I believe discussions were terminated. 

Had 1 had that available, 1 would have done that obviously.” Trl. at 91-92.*' 

Similarly, the costs proposed by BAE and Lockheed in their FPRs reflected [deleted] 
that appear very similar to Boeing’s proposed [deleted]-a “problem” for which the 
agency reopened discussions to permit Boeing to address. The record shows that 
the cost evaluation team increased Lockheed’s evaluated price by [deleted] and 
BAE’s by [deleted], without giving these offerors an opportunity to discuss the 
matter. Agency Report, Box 28, Notebook 3, Briefing to Druyun, Apr. 23, 2001, at 19- 
20; Tr3. at 88-89. 

Following the second submission of FPRs on March 19, the FPRs were again 
evaluated and, on April 9, the SSET briefed Druyun regarding the evaluation. At that 
briefing, Druyun gave various directions that resulted in changes to the final 
evaluation record. Specifically, the proposal analysis report (PAR) states: “During 
the final [April 9] briefing to the SSA the cost team was directed to review their 
analysis to assure its accuracy.” Agency Report, Tab 8, at 106. After receiving that 
direction, the cost team determined that certain Lockheed costs “should have been 
added back into the MPTOC,” and “found an overcharge in the Boeing estimate [of a 
cost item] that should have been subtracted.” Id. at 106-07. Overall, following the 
directions given at the April 9 SSA briefing, Boeing’s MPTOC was basically reduced 
from [deleted] to [deleted], and Lockheed’s was increased from [deleted] to 
[deleted].** 14 at 107. After these changes, the PAR described the difference 
between the offerors’ respective MPTOCs as [deleted]. 14 

On April 23, the SSET provided a final briefing to Druyun, referred to as an “Action 
Item Closeout” meeting. Agency Report, Box 28, Notebook 3, SSA Decision Brief, 
Apr. 23, 2001. In addition to the revisions to the offerors’ MPTOCs, discussed above, 
an item discussed during this “Closeout” meeting was the offerors’ approaches to 
[deleted]. The SSET had summarized Boeing’s approach as “[deleted] which tends to 
induce problems [deleted]” and further stated, “[deleted].” 14 at 5. The contracting 
officer testified that, at Druyun’s direction, the above-quoted language was crossed 
out of the evaluation documentation and replaced with the following words: “Boeing 
will work out details post award.” I4i Tr2. at 200-01.*' It is clear that no changes 


** This evaluator also maintained that he was not aware that discussions had been 
reopened following the Initial submission of FPRs on March 2. Trl. at 94. 

" As noted above, MPTOC Included contractor costs associated with engineering 
manufacturing development, production, and Installation. Additionally, the MPTOC 
reflected other ownership costs that will be incurred by the government, including 
“20 years steady state” operation and support, along vrith government furnished 
property. Information, supplies and services. Agency Report, Tab 16, at 32. 

*' In evaluating this aspect of Raytheon’s proposal, the SSET stated that Raytheon’s 
proposed approach “does improve [deleted].” Agency Report, Box 28, Notebook 3, 

(continued...) 
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had been made to Boeing’s proposal between the time the evaluators determined 
that Boeing’s approach “tends to induce problems,’’ and the time Druyun directed the 
record to read, “Boeing wUl work out details post award,” and the record contains no 
further explanation regarding the basis for this change. Further, at the time this 
change was directed, presumably, no awardee had been selected. Tr. at 201. On 
June 4, 2001, Druyun formally selected Boeing for award. 

Based on the record discussed above, we reject the agency’s assertion that “there is 
no evidence that Mrs. Druyun influenced the SSET.” The record establishes that 
Druyun specifically directed various changes to the evaluation record and repeatedly 
questioned the evaluators’ ratings in a manner that reasonably suggested Boeing’s 
technical ratings should be higher and the protesters’ technical ratings lower. 
Similarly, following Druyun’s direction that the cost evaluators review their analysis, 
Boeing’s MPTOC was decreased and Lockheed’s MPTOC was increased. 

We similarly reject the agency’s assertion that “the evaluation process was 
conducted properly.” As discussed above, the agency clearly failed to treat offerors 
fairly with regard to discussions. In this regard, the FAR provides that, in conducting 
discussions, agency personnel “shall not engage in conduct that . . . favors one 
offeror over another. FAR § 15.f)0fi('R¥1’l: see also Martin Elecs.. Inc. . B-290846.3, 
B-290846.4, Dec. 23, 2003, 2003 CPD 1 6; Chemonics Int’l.. Inc. . B-282555, July 23, 
1999, 99-2 CPD f 61. Here, the agency expressly acknowledged that it reopened 
discussions after FPRs were submitted in order to permit Boeing to “take care of [a] 
problem”-yet failed to discuss similar problems with the protesters. 

As discussed above, where, as here, the record establishes that a procurement 
official was biased in favor of one offeror, our Office beUeyes that the need to 
preserve the integrity of the procurement process requires that the agency 
demonstrate that the protester was not prejudiced by the procurement official’s bias 
in order for our Office to deny the protest. Here, in defending against all three 
protests, the agency first maintains that the record supports the agency’s selection of 
Boeing and, accordingly, that the protesters were not prejudiced by Druyun’s 
acknowledged bias. Alternatively, the agency asserts that, if our Office concludes 
that the record fails to support award to Boeing, we should conclude from the record 
provided that Lockheed was the appropriate awardee; thus, the agency maintains 
that BAE and L-3 Communications were not prejudiced by Druyun’s acknowledged 
bias. 


(...continued) 

Briefing to Druyun (Apr. 23, 2001). Similarly, with respect to this aspect of BAE’s 
proposal, the SSET stated that it “does the most for aircraft [deleted] and it is least 
likely to induce problems [deleted].” Id 

The record does not reflect any contemporaneous ranking of the offerors. 
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As discussed above, the contracting officer expressly directed the evaluators to 
destroy various portions of the evaluation record wlule the selection process was 
ongoing; accordingiy, there is no certainty that GAO has received the complete 
contemporaneous evaluation record. Nonetheless, the existing record we received 
provides multiple examples of Druyun’s pervasive influence throughout the source 
selection process, inciuding specific instances where she either expressiy or 
implicitly directed that the ratings of aU three protesters, along with that of the 
awardee, be revised. Further, the agency failed to conduct meaningful discussions 
with all of the offerors; we will not speculate on the impact meaningful discussions 
wouid have had on the relative standing of the offerors. Given what may well be an 
incomplete evaluation record, evidence of Druyun’s influence throughout the source 
selection process, and the flawed discussiorrs, we have no basis to determine which 
of the four proposals should have been selected for award. The agency simply has 
failed to establish that any one of the protesters was not prejudiced. 

The protests are sustained. 

RECOMMENDATION 

In situations where, as here, we find fundamental procurement flaws, including the 
failure to conduct meaningful discussions, our Office ordinarily recommends that 
the agency reopen negotiations with all competitive range offerors, conduct 
meaningful discussions, request final revised proposals, and evaluate those final 
submissions in a fair and unbiased manner. See, e.g.. Martin Elecs. . supra Here, 
however, the contract was awarded more than 3 years ago, and performance has 
been ongoing since that time. 

(; 

The agency asserts that, because it has already obligated $500 mUlion of the 
program’s approximately $1 billion value and Boeing has been performing the 
contract for more than 3 years, the agency is “committed to [Boeing’s] solutions to 
the avionics modernization.” Agency’s Post-Hearing Comments at 25. The agency 
also states that it does not have sufficient technical data tights under the Boeing 
contract to conduct a reprocurement of the entire contract. Tr3. at 232-34, 237-41.“’ 
Addltionaily, the agency maintains that termination of Boeing’s contract would cost 
approximately $150 million, that the complete reprocimement of the program would 
delay implementation significantly, and that this significant delay would negatively 
impact the C- 130’s ability to fly in certain portions of worldwide airspace, including 
Europe, Southwest Asia, Iraq, and Afghanistan. Tr3. at 232; Agency’s Post-Hearing 
Brief at 25. 


The agency acknowledges that competition would be feasible for the installation 
phase of the contract. Tr3. at 239. 


Page 14 


B-295401etal. 



758 


In response, the protesters maintain that preserving the integrity of the procurement 
process requires reopening of the competition, and further maintain that 
performance of the contract to date is behind schedule. In this regard, the record 
shows that, although contract performance has been ongoing for more than 3 years, 
the contract performance period is currently scheduled to extend through fiscal year 
2011. Tr3. at 234. 

As noted above, the agency has acknowledged that recompetition of the installation 
requirements currently within Boeing’s contract is feasible. Accordingly, we 
recommend, that the agency conduct a recompetition of those requirements. In the 
event an offeror other than Boeing is selected to perform the recompeted 
requirements, Boeing’s contract should be appropriately modified. 

In light of the facts presented, and taking into consideration the best interests of the 
taxpayer, as weU as national security concerns, we are reluctant to recommend 
recompetition of the entire contract effort. We do, however, have some concern that 
the Air Force’s position regarding recompetition of the entire contract was forged in 
the heat of litigation, and may not reflect a completely objective review. 

Accordingly, we recommend that the agency conduct, and document, a thorough 
analysis of the competing concerns with regard to recompetition of the entire 
contract, and that this analysis speciScally include consideration of the quality of 
Boeing’s performance to date, and the costs associated with reimbursement of the 
protesters’ proposal preparation costs.* The agency’s documentation of its analysis 
should be provided to oim Office. In the event the agency determines that the 
competing factors preclude recompetition of the entire contract effort, or has failed 
to reach any determination on this issue within 60 days after receipt of this decision, 
we recommend that each of the protesters be reimbursed the costs incurred in 
preparing and submitting their proposals. 

Finally, we recommend that the protesters be reimbursed their costs of filing and 
pursuing this protest, including reasonable attorneys’ fees. The protesters should 
submit their certified claim for costs, detailing the time expended and costs incurred, 
directly to the contracting agency within 60 days after the receipt of this decision. 

4 C.F.R. § 21.8(f)(1). 

Anthony H. Gamboa 
General Counsel 


In performing its analysis, the agency should obtain information regarding the 
protesters’ proposal preparation costs to facilitate as accurate an analysis as 
possible. 
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Senator McCain. Thank you very much. 

Ms. Flavin, welcome. 

STATEMENT OF SALLIE H. FLAVIN, DEPUTY DIRECTOR, 
DEFENSE CONTRACT MANAGEMENT AGENCY 

Ms. Flavin. Thank you. Mr. Chairman, members of the Airland 
Subcommittee: I am Sallie Flavin, Deputy Director of the Defense 
Contract Management Agency (DCMA). Thank you for the oppor- 
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tunity to appear before you today to talk about the recent study 
chartered by the acting Under Secretary of Defense for Acquisition, 
Technology, and Logistics. 

During the week of November 8, 2004, Michael Wynne, Acting 
Under Secretary of Defense for Acquisition, Technology, and Logis- 
tics, chartered a multi-service agency team, which he asked me to 
lead, to conduct a review of the Air Force acquisition actions in- 
volving Ms. Darleen Druyun. This team reviewed specific acquisi- 
tion actions executed during the tenure of Ms. Druyun, 1993 to 
2002, as the Principal Deputy Assistant Secretary of the Air Force 
for Acquisition and Management. 

The objective of the study was to determine if the decisions Ms. 
Druyun executed or influenced were consistent with DOD stand- 
ards of integrity and sound business practices. The acquisition ac- 
tions identified for review were source selection decisions, acquisi- 
tion strategy panel decisions, revisions to acquisition strategy panel 
reports, award fee determinations, equitable adjustments, actions 
involving contested payments to contractors, contract restructures, 
contract extensions, and contract litigations. 

The team reviewed 407 actions and approximately 8,000 docu- 
ments between 6 December 2004 and 28 January 2005. As a result, 
eight actions were identified where the acquisition process ap- 
peared irregular or abnormal and where the results may not have 
been in the best interests of the government. We called these ac- 
tions “anomalies.” The Acting Under Secretary of Defense, Acquisi- 
tion, Technology, and Logistics, has referred these eight actions to 
the DOD Inspector General for further review. 

The ground rules for the Druyun study included the following 
considerations. At the time Mr. Wynne chartered the study, some 
of Ms. Druyun’s actions had already been identified as problematic. 
Any such actions already identified and under review by other gov- 
ernment bodies were excluded from the study. The study was to be 
concluded by late January, early February 2005. The study was 
strictly limited in scope to identifying actions requiring further re- 
view. Accordingly, the results are qualified to the extent that they 
must be reviewed by an investigative agency in detail to determine 
whether an action is in fact a problem or whether it is a reasonable 
action in light of further details. 

The study team consisted of 40 people in disciplines of contracts, 
technical, audit, legal counsel, and staff support. Representatives 
from the Navy, the Army, the Defense Contract Management Agen- 
cy, the Defense Contract Audit Agency, the General Services Ad- 
ministration were sought for the team. Expert level representatives 
in Grades 13 to 15 were requested to ensure that members would 
be capable of making informed judgments based on a relatively 
small amount of information combined with discussions with 
knowledgeable individuals. 

In order to expedite the study, I decided to send the study team 
members to the Air Force locations where pertinent documents 
were maintained rather than to have the documents forwarded to 
one location. Analysis of the Air Force structure indicated there 
were four primary contracting locations where the bulk of the docu- 
ments would be located. These four locations were Wright-Paterson 
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Air Force Base, Los Angeles Air Force Base, Warner Robins Air 
Force Base, and Hanscom Air Force Base. 

The field activities soon revealed some acquisition documentation 
was located at sites other than the four previously noted. To cap- 
ture the entire list of actions provided by the Air Force, visits were 
also made to Vandenberg Air Force Base, Hill, Peterson, Kirtland, 
Tinker, Eglin, Patrick, Maxwell, Bolling, and the Department of 
Commerce in Maryland. 

The Druyun study team identified eight acquisition actions over 
and above those already under review by other government bodies 
that Ms. Druyun was involved in during the period 1993 to 2002 
where the acquisition process appeared irregular or abnormal and 
where the results may not have been in the best interests of the 
government. 

A list of the anomalies we found are attached to my statement. 
Would you like me to repeat them at this time, sir, or do you have 
that list? 

Senator McCain. I have that, thank you. 

Ms. Flavin. Thank you. 

Although the study results are not conclusive as to wrongdoing, 
there is sufficient concern in each case to warrant a recommenda- 
tion that the anomalies be reviewed further. 

In closing, thank you for the opportunity to appear before this 
committee. 

[The prepared statement of Ms. Flavin follows:] 

Prepared Statement by Sallie H. Flavin 

INTRODUCTION 

Mr. Chairman, members of the committee, thank you for the opportunity to ap- 
pear before you today to talk about the recent study chartered by the acting Under 
Secretary of Defense for Acquisition, Technology, and Logistics. During the week of 
November 8, 2004, Michael Wynne, Acting Under Secretary of Defense for Acquisi- 
tion, Technology, and Logistics, chartered a multi-service/agency team, which he 
asked me to lead and to conduct a review of the Air Force acquisition actions involv- 
ing Ms. Darleen Dru 3 ain. This team reviewed specific acquisition actions executed 
during the tenure (1993-2002) of Ms. Dru 3 ain as the Principal Deputy Assistant 
Secretary of the Air Force for Acquisitions and Management. The objective of the 
study was to determine if decisions Ms. Druyun executed or influenced were con- 
sistent with the Department of Defense (DOD) standards of integrity and sound 
business practices. The acquisition actions identified for review were source selec- 
tion decisions, Acquisition Strategy Panel (ASP) decisions, revisions to Acquisition 
Strategy Reports during or after ASP approvals, award fee determinations, equi- 
table adjustments, actions involving contested payments to contractors, contract re- 
structures, contract extensions, and contract litigations. The team reviewed 407 ac- 
tions and approximately 8,000 documents between December 6, 2004 and January 
28, 2005. As a result, eight actions were identified where the acquisition process ap- 
peared irregular or abnormal and where the results may not have been in the best 
interest of the Government. We called these actions anomalies. The Acting Under 
Secretary of Defense (Acquisition, Technology, and Logistics) has referred these 
eight actions to the DOD Inspector General for further review and or investigation. 

METHODOLOGY 

The ground rules for the Druyun Study included the following considerations: 

(1) At the time Mr. Wynne chartered the study, some of Ms. Druyun’s ac- 
tions had already been identified as problematic. Any such actions already 
identified and under review by other Government bodies were excluded 
from this study. 
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(2) The study was to be concluded by late January/early February 2005, 
although additional time could be requested if needed in the interest of 
quality of information. 

(3) The study was strictly limited in scope to identify actions requiring 
further review. Given the time constraints for this initial review, it specifi- 
cally was not intended as a definitive review of an issue or specific contract 
action. Accordingly, the results are qualified to the extent they must be re- 
viewed by an investigative agency in detail to determine whether an action 
is, in fact, a true problem or whether it is a reasonable action in light of 
further details. 

To assess the magnitude of the study, I worked with the Air Force and the Direc- 
tor of Defense Procurement and Acquisition Policy to develop a data call of all acqui- 
sition actions that Ms. Druyun played a significant role in during the 1993-2002 
timeframe. As the data was being collected and based on preliminary information 
from the Air Force showing a field of about 250 actions, the study team was estab- 
lished. It consisted of 40 people in the disciplines of contracts, technical, audit, legal 
counsel and staff support. Representatives from the Navy, the Army, the Defense 
Contract Audit Agency (DCAA), the General Service Administration (GSA), and the 
Defense Contract Management Agency (DCMA) were sought for the team. Expert- 
level representatives in grades 13-15 were requested to ensure members would be 
capable of making informed judgments based on a relatively small amount of data, 
combined with discussions with knowledgeable individuals. The final team composi- 
tion included 40 individuals, 23 from DCMA, 7 from the Navy, 4 from the Army, 
5 from DCAA and 1 from GSA. 

In order to expedite the study, I decided to send study team Members to the Air 
Force locations where pertinent documents were maintained, rather than have the 
documents forwarded to one location. Analysis of the Air Force structure indicated 
there were four primary contracting locations where the bulk of the documents 
would be located. Those four locations were: Wright-Patterson Air Force Base (AFB), 
Los Angeles AFB, Robins AFB, and Hanscom AFB. Study team members were di- 
vided into five units, one for each primary Air Force location and one headquarters 
unit to provide support to the other four. Each primary location had a definite prod- 
uct focus (Wright-Patterson — ^Aircraft, Los Angeles — Space and Missiles, Warner 
Robins — Air Logistics, and Hanscom — Electronics). Therefore, unit assignments 
were made as much as possible on the basis of comparable product experience, as 
outlined in the resumes received from team members. Some level of product knowl- 
edge of the units was expected to make the document analysis more efficient and 
effective. 

Assembling the study team and issuing the data call required approximately 1 
month. Following that, the week of December 6-10, 2004, was used as a general 
orientation for all team members. Initial information briefings were provided, team 
and sub-team introductions were made, and detailed work planning at the sub-team 
level began. One day was devoted to briefings by the Air Force on the Air Force 
acquisition organization. Time was also spent discussing how the Air Force conducts 
source selections in order to acquaint team members with any differences between 
their parent organizations’ procedures and those of the Air Force. During this week, 
the team members contacted Air Force points of contact at each location to schedule 
entrance briefs, to request applicable documents, and to schedule interviews with 
involved acquisition personnel. The field activities soon revealed some acquisition 
documentation was located at sites other than the four previously noted. To capture 
the entire list of actions provided by the Air Force, visits were also made to Vanden- 
berg AFB, Hill AFB, Peterson AFB, Kirtland AFB, Tinker AFB, Eglin AFB, Patrick 
AFB, Meixwell AFB, Bolling AFB, and the Department of Commerce in Maryland. 

Upon completion of data collection in the field, each sub-team completed docu- 
mentation of any anomalies. Anomaly summaries from each team were reviewed in 
a plenary session of all sub-teams to ensure overall study team concurrence with 
the subject and content of the anomaly. Senior Air Force acquisition officials were 
advised of the anomalies and were offered an opportunity to comment on them. Fi- 
nally, the anomalies were presented to a Blue Ribbon Panel of General Officer and 
Senior Executive Service acquisition officials from the Navy, the Army and the 
DCAA for a final confirmation that they warranted further review. 

ACTIONS NEEDING FURTHER REVIEW 

The Druyun Study Team identified eight acquisition actions (over and above those 
already under review by other Government bodies) that Ms. Dru3am was involved 
in during the period 1993-2002 where the acquisition process appeared irregular or 
abnormal and where the results may not have been in the best interest of the Gov- 
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ernment. It is important to note the qualifiers in the previous sentence — the process 
“appeared” irregular and the results “may” not have been in the best interest of the 
Government. These qualifiers are in keeping with the charter of this study, which 
was to review a broad segment of data and to identify actions in that field of data 
which warrant further review. This study did not conduct a detailed review of anom- 
alies found. For that reason, after a detailed review is conducted, some or all of the 
anomalies reported may subsequently be found to be both reasonable and in the 
Government’s best interest. A list of the anomalies identified during the study is 
provided at Enclosure 1. 


CONCLUSION 

The Druyun Study Team identified eight new acquisition actions that Ms. Druyun 
was involved in during the period 1993-2002, where the acquisition process ap- 
peared irregular or abnormal and where the results may not have been in the best 
interest of the Government. In closing, thank you for the opportunity to appear be- 
fore this committee. Although the study results are not conclusive as to wrongdoing, 
there is sufficient concern in each case to warrant a recommendation that the anom- 
alies be reviewed further. 

The Acting Under Secretary of Defense for Acquisition, Technology, and Logistics 
referred eight anomalies to the Department of Defense Inspector General’s office for 
further detailed review and analysis on February 8, 2005. 
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Senator McCain. Thank you very much. 

[Additional information inserted for the record by Senator 
McCain follows:] 
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I would like to thank Chairman McCain and all the members of the Subcommittee for this 
opportunity to provide written testimony for the record. POGO commends the Subcommittee for 
holding hearings on contract reforms that have subjected taxpayer dollars to potential waste, fraud, 
and abuse, Undoubtably, the Druyun/Boeing tanker fiasco has created a real ground-swell in 
Washington circles to review conflict of interest and procurement integrity issues. As a result we 
have heard of unprecedented investigations by the Defense Criminal Investigative Service of senior 
procurement officials who have gone to work for defense contractors, as well as the creation of the 
“Procurement Fraud Working Group” by U.S. Attorney Paul McNulty. 

I am the Executive Director of the Project On Government Oversight (POGO) which 
investigates, exposes, and seeks to remedy systemic abuses of power, mismanagement, and 
subservience by the federal government to powerful special interests. Founded in 1 98 1 , POGO is 
a politically-independent nonprofit watchdog that strives to promote a government that is 
accountable to the citizenry. In the beginning, POGO (which was then known as Project on Military 
Procurement) worked to expose outrageously overpriced military spending such as the S7,600 coffee 
maker and the S436 hammer. After many successes reforming the military, POGO expanded its 
mandate to investigate systemic waste, fraud, and abuse in all federal agencies. 

This testimony combines our unique position in the defense and contract oversight program 
areas. In the recent past POGO has exposed problems with Department of Defense (DoD) weapons 
systems, problems with the revolving door between the federal government and its top contractors, 
and numerous problems by so-called procurement or acquisition “reforms,” including lack of 
competition, reduced oversight, and the elimination of transparency. 1 would specifically like to 
highlight two reforms that are very problematic: “commercial item” acquisitions and “other 
transaction authority” (OTA) - two contracting vehicles that are highly favored by government 
contractors. 

POGO is 1 00% behind the concept of the government buying truly “commercial” goods and 
services. The commercial marketplace provides genuine checks-and-balances and therefore 
provides competition and lower prices. The problem arises in instances when the government is 
stretching the definition of “commercial” to include non-commercial items. In such cases, checks- 
and-balances are missing, as well as the contracting controls that provide the government with the 
ability to protect taxpayer dollars. 

With regard to OTA, POGO concludes that their creation was based on a fallacy. Congress 
was lead to believe that hordes of “non-traditional” contractors who were afraid of government red- 
tape were clamoring to bring the government innovative good or services. OTA was created to 
welcome these new businesses into the government contracting fold. Well, the hordes never came. 
Instead, we are left with a system without contracting controls, and bi llions of dollars being awarded 
to'Traditional” contractors who were already selling goods or services to the government. Although 
government statistics show that a few “non-traditional” contractors have stepped forward, those 
same reviews indicate that as much as 97% of OTA funds are going to traditional contractors. 
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“Commercial Items” 

Federal Acquisition Regulation (FAR) Part 12 governs the “Acquisition of Commercial 
Items” - items that are believed to be subject to competitive market forces. The purpose of such 
acquisitions is to reduce acquisition time, rather than paying contractors to develop unique items for 
the government’s use. “For example, contracting officials may reduce the time needed to solicit bids 
and award contracts by combining certain steps in the solicitation process, using streamlined 
evaluation techniques, and eliminating certain administrative requirements.”' The use of the 
“commercial item” contract vehicle is based on the premise that there is a “commercial” market for 
the desired goods or services.^ Unfortunately, DoD has stretched the definition of “commercial 
item” and even went as far as to permit the purchase of items that do “not meet the definition of 
“commercial item.”^ 

Problems with “commercial item” purchases, however, date back many years, A March 
1983 GAO report stated that “commercial item descriptions” (CIDs) were expected to maximize 
“the reliance on commercial packaging, packing, and marketing,”'' thereby increasing “competition 
and, as a result, decreasjing] costs.”^ GAO noted, however, that CID purchases require “established 
commercial market acceptability, using recognized industry standards, instead of Federal 
specifications or standards, when ever possible, and requiring manufacturers to certify that the 
products they are selling to the government are the same as those in the commercial market place.”'’ 

To encourage such deregulation contractors argued that a “commercial” market ensures 
reasonable pricing. In practice, however, there are many inherent problems created when the 
government purchases goods or services using the “commercial item” contract vehicle. Through 


' GAO, Federal Procurement: Federal Procurement Spending and Worltforce Trends, 
GAO/NSIAD-99-90, August 2003, at p. 17. 

^ 41 U.S.C. § 403(12) (defining “commercial item”). See 10 U.S.C. § 2376 (defining 
“commercial item”); FAR 2. 1 0 1 (b) (defining “commercial item”), FAR 1 2. 1 0 1 (a) (“Conduct market 
research to determine whether commercial items ornondevelopmental items are available that could 
meet the agency's requirements.”), and FAR 12.201 (“Public Law 103-355 establishes special 
requirements for the acquisition of commercial items intended to more closely resemble those 
customarily used in the commercial marketplace.”). 

^ DFARS 212.7002-1 (allowing “commercial item” contracts to be used for follow-on 
contracts after use of other transaction authority). 

' GAO, Assessment of the General Services Administration ‘s Use of Commercial Item 
Descriptions, GAO/PLRD-83-43, March 3, 1983, at p. 2. 


^ /d. at p. 1 . 
Id. at p. 3. 
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the Federal Acquisition Streamlining Act (FASA)’ and the Clinger-Cohen Act,* “commercially” 
available items are exempted from much procurement oversight, such as the Truth in Negotiations 
Act (TINA) regulations, Cost Accounting Standards (CAS), cost or pricing data requirements, and 
audit access for examination of contractor records by the GAO or defense auditing agencies.’ That 
problem is compounded by the government’s loose definition of "commercial," permitting “non- 
commercial items” to be labeled as “commercial items.” Similarly, items under the loose definition 
can be merely "of a type" sold to the public, rather than a product that actually is sold to the public. 

The DoD Inspector General (DoD IG) noted that the loose definition of commercial items 
"qualifies most items that DoD procures as commercial items," with the result that: "This opens up 
a major loophole for sole-source vendors to charge prices that cannot readily be evaluated for 
reasonableness. This concern will continue to grow as more companies merge and the aerospace 
industry becomes more of a sole-source environment."" 

For instance, the C-130J military transport aircraft has been sold to the government as a 
“commercial item.” While not a single sale was ever made to civilians, oversight was loosened. 
The DoD IG has stated: “The Air Force conditionally accepted 50 C- 1 30J aircraft at a cost of $2.6 
billion even though none of the aircraft met commercial contract specifications or operational 
requirements.”" The IG’s report also said: 

The commercial acquisition strategy was unjustified, the Air Force did not properly 
manage the program, and the Office of the Under Secretary of Defense for 
Acquisition, Technology, and Logistics did not provide effective oversight. The Air 
Force bought the C-130J as a commercial item needing minor modification, but in 
the 8 years since the Air Force began contracting for the C-1 30J, Lockheed Martin 
has been unable to design, develop, or produce a C- 1 30J aircraft that meets contract 
specifications. In addition, the Air Force did not determine whether the commercial 


’ P.L. 103-355, sections 8104 and 8203, October 13, 1994. 

* Clinger-Cohen Act of 1 996 (formerly called Information T echnology Management Reform 
Act (ITMRA), Division E, National Defense Authorization Act for FY 1 996 (P.L. 104- 1 06, February 
10, 1996). 

’See FAR 12. 102(f)(2) and 15.403-1. There is a debate over whether government audits can 
be conducted. A problem exists, however, because contractors supplying “commercial items” do 
not supply the government with cost or pricing data and therefore the auditors do not have data to 
verify. 


'“FAR 12.101 and DoD Directive 5000.2-R 3.3. 1.1 (“Commercial and Non-Developmental 
Items”). 

" DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
N000383-93-G-MIII, Report No. 98-064, June 24, 1998, at p. 14-15. 

DoD IG, Acquisition — Contracting for and Performance of the C-I30J Aircraft 
(D-2004-I02), July 23, 2004, at p. i. 
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version of the C-130J met the operational requirements before procuring the 
aircraft,'^ 

This “commercial” designation on the C-1 30J prompted Senator Tom Harkin (D-IA) in 1 997 
to fire off a letter of protest to Secretary of Defense William Cohen: 

How can Atlas rockets and C-130J aircraft be considered “commercial” items? 
Obviously, these are not items found in the commercial sector. More importantly, 
they are not items that are priced due to the forces of supply and demand. Items 
bought solely or primarily by the federal government should not fall under the 
“commercial” definition. 

With oversight regulations waived, the cost of wiring harnesses on the C- 1 30J increased by 
five times their original price after the aircraft was designated “commercial,” going from $91 to 
$453 . The GAO offered this spare part price-hike as a real-world example of the difficulty involved 
in making the transition from pricing goods and services based on costs incurred to an ineffective 
commercial model in which factors other than cost are the principal means used to establish prices.'"' 

Similar government attempts were made to classify the C-1 7 cargo plane as a “commercial 
item.” While at the U.S. Air Force, Darleen Dniyun was a staunch supporter of the December 2000 
proposal to acquire additional C- 1 7 cargo aircraft while sidestepping financial oversight for Boeing. 
While the acquisition proposal would have been a financial bonanza for Boeing, it would have 
ultimately put billions of taxpayer dollars at risk. By categorizing such an item as “commercial,” the 
government would have bypassed important pricing oversight controls that are only intended to be 
lifted for items that are truly “commercial” and whose prices are set by free market forces. A $232 
million outsize cargo carrier with 173,300 lbs. capacity is clearly not a mass-market item that is 
sufficiently affected by the free market. Many other "commercial items" are purchased by the 
public, but with such low frequency that prices are by no means determined by the free market. 

Generally, auditors are prevented from obtaining cost or pricing data on “commercial items." 
In a memorandum obtain by POGO, the extent to which contractors want to avoid showing cost data 
to government auditors is laid bare. In preparation for an Air Force visit, a Lockheed Martin official 
wrote: 


Attached is our proposed agenda for the C-130J. 

* * * 


Id. at ii. 

Statement for the Record, Henry L. Hinton, Jr., Assistant Comptroller General, National 
Security and International Affairs Division, General Accounting Office, before the House 
Committee on Government Reform, Subcommittee on Government Management, Information, and 
Technology, Federal Acquisition: Trends, Reforms, and Challenges, GAO/T-OCG-00-7, March 1 6, 
2000, at p. 10. 
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The cost information which we will agree to provide with the limited participation 
discussed last Friday is planned for the start of the second day. 

The limited attendance cost discussion will include you, Major Stockman, and Mr. 

Clark from your team. As discussed, our intent is to provide information needed for 
you to complete your assignment, with the agreement that it will only be used for this 
assignment, it will not be provided to DCMC or DCAA [Defense Contract 
Management Command or Defense Contract Audit Agency] , and you will control the 
information and only provide it to others with our concurrence. 

As I am sure you understand, we are not trying to hide anything, merely 
attempting to preserve the commerciality of the program.'* (Emphasis added.) 

One DoD auditor-turned- whistleblower who worked at the C- 1 30J plant in Marietta, Georgia, spent 
months researching the cost of the “J” model, but was frustrated by his attempts to determine an 
actual, and fair, price for the aircraft. The auditor, Ken Pedeleose, said in a report to Congress that 
in June 1995 when the government designated the C- 1 30J a “Regulatory Pilot Program,” it “lost all 
insight into the C- 130 operations.” 

In 2001, the DOD IG released a report that criticized the use of “commercial item” 
purchases, concluding: 

The Office of the Under Secretary of Defense for Acquisition, Technology, 
and Logistics and the Defense Advanced Research Projects Agency have made 
different attempts over the last 3 years to inappropriately use FAR Part 12 contracts 
to acquire applied research. The lack of a commercial market and established 
catalog and market prices for applied research, and difficulties in determining fair 
and reasonable prices for services that do not exist in the marketplace makes the use 
of commercial item contracts for applied research inappropriate.'* 

In 2000, Donald Mancuso, the DoD Deputy Inspector General, testified before Congress 
regarding the problem with “commercial item” purchases, stating; 

In early 1998, we began issuing a series of audit reports on prices paid for aviation 
spare parts and equipment. As you may recall from your hearings at the time and 
intermittent publicity since, we found that prices paid under new, commercial type 
contracting arrangements were considerably higher than was the case when the same 


'* Gene Elmore, Lockheed Martin, Memorandum to Col. Steve Busch, SAF/AQD, October 
21, 1998, at p. I. 

'* DoD IG Report, Use of Federal Acquisition Regulation Part 12 Contracts for Applied 
Research, Report No. D-200I-051, February 15, 2001, at p. I. 
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items were procured previously under “traditional” Defense contracts or ordering 

agreements.'^ 

Before the curtain completely fell on access to “commercial” purchase data, the government 
was able to compare spare parts prices under the new “commercial item” designation to early data 
that had been supplied to the government. In its 1999 report, the DOD IG found that AlliedSignal 
had overcharged the government for spare parts by as much as 618%.'* The irony is that these parts 
were bought under the new, much-touted "commercial" price system promoted by the Clinton 
Administration and Congress. The only way that the outrageous overcharging came to light was 
because the government still had pre-FASA and pre-Clinger-Cohen Act data to compare the old 
prices with the new “commercial” prices. POGO suspects that the same overcharges would be 
revealed in current “commercial items” if government auditors have access to cost or pricing data. 

According to the January 1999 investigation by the DoD IG:'" 

■ The government "paid Allied prices that were higher than fair and reasonable in FYs 

[Fiscal Years] 1996 and 1997 when compared to the noncommercial prices paid to 
Allied in previous years." The parts included items such as gearshafts, wheels, nuts, 
bearings, seals, filters, and valves. 

• The Defense Department "paid a 54.5 percent premium for commercial parts from 
Allied" - in other words, were overcharged by more than 50%. 

• For parts that AlliedSignal did not even make itself, but merely bought from original 
manufacturers or dealers and then sold to the government, some items were variously 
marked up by as much as 294%, 325%, and 61 8%. 

• The Defense Department paid an even higher average markup in Fiscal Year (FY) 
1997 (60.1%) than it did in FY 1996 (45.8%). It appears that in this case an 
Acquisition Reform "learning curve" is not being realized. 

• Defenders of the acquisition system argue that the government paid higher prices 
because the prices included more stocking services - but the Defense Department 
failed to use the services. 

The DOD IG report blacks out the names of specific spare parts that were grossly overpriced. 
Although contractors routinely claim such information is "proprietary," the real effect is that the 


Donald Mancuso, Deputy Inspector General Department of Defense, Statement made 
before the Subcommittee on Readiness and Management Support of the Senate Committee on 
Armed Services on Defense Acquisition, April 26, 2000, at p. 9. Hereinafter Mancuso Statement. 

'* DoD IG, Commercial Spare Parts Purchased on a Corporate Contract, Report No. 
99-026, January 13, 1999, p. 12. 

'"/rf. atp. I- 10. 
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public cannot easily find out how much they are overpaying for items they might recognize. 

The IG report on AlliedSignal followed 1 998 IG reports of overcharging under "commercial" 
contracts with Boeing and Sundstrand corporations. The earlier reports (see "Acquisition Deform: 
A Study in Hasty Deregulation," Project On Government Oversight Alert, October 1 997) found that: 

• Prices were inflated by more than 1,000 percent on a variety of spare parts. For 
example, the Boeing price for a commercially-available $24.72 "spoiler actuator 
sleeve" was $403.39 - a markup of 1,532 percent.™ 

• Sundstrand billed the government $6. 1 million for parts that were worth only $1.6 
million.^' 

• Boeing charged $5 million for parts that were worth $3.2 million in the competitive 
market.^^ 

• A contractor charged $76 for 57)i screws.™ 

• Another contractor charged $714 for an electric bell worth $46.68.™ 

The IG’s 1998 report found that higher prices were paid for "commercial" items than had 
been paid earlier because:™ 

• Although Acquisition Reform allowed the Sundstrand items to be purchased under 
loose "commercial" item rules, in fact "there was no competitive commercial market 
to ensure the reasonableness of the prices"; 


™ DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Parts, 
Report No. 98-088, October 13, 1998, at p. 17-18. 

™ DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
N000383-93-G-Min, Report No. 98-064, February 6, 1998, at p. 12. 


™ DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Parts, 
Report No. 98-088, October 13, 1 998, at p. 8. 

Department of Defense Authorization Ace for Fiscal Year 1999 Report on Authorizing 
Appropriations, Senate Armed Services Committee, Rpt. 105-189, and “U.S. Senate Panel Tells 
Pentagon to Stop Parts 'Pricing Abuses,' " Tony Capaccio, Bloomberg Business News . May 29, 
1999. 


DoD IG, Commercial and Noncommercial Sole-Source Items Procured on Contract 
N000383-93-G-M111, Report No. 98-064, June 24, 1998, at p. 8. 
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• Sundstrand "refused to provide DLA [Defense Logistics Agency] contracting officers 
with 'uncertified' cost or pricing data for commercial catalog items"; 

• Items were defined as commercial as long as they were merely "offered for sale, 
lease, or license to the genera! public" (emphasis added); and 

• In the Boeing case, 

"contracting officers accepted Boeing commercial catalog prices as 
fair and reasonable without adequate support for price 
reasonableness, even when DoD was the 'primary' customer 
procuring significantly larger quantities than other commercial 
customers and there was no competitive commercial market to ensure 
the price integrity. The contracting officers made no attempt to exert 
the leverage that a major customer ought to be able to exert to 
negotiate significant discounts, as is common commercial practice."^'* 

The purchase of “commercial items” under FAR Part 12 is on the rise. Since FY 2000, 
contract award dollars and actions have been on tbe rise. According to GSA’s FY 2004 report, the 
government conducted 367,654 “commercial item” purchases totaling more than $50 billion.^’ In 
addition, “commercial item” purchases have increased in all categories. The chart below illustrates 
the increases in both government-wide and “commercial item” purchases. 



All Contracts^* 

“Commercial Items’’^’ 

Fiscal Year 

Dollars in 
Billions 

Actions 

Dollars in 
Billions 

Actions 

% of All 
Contracts 

2004 

$310 

1,661,506 

$50 

367,654 

16% 

2003 

$290 

1,006,919 

$62 

443,273 

22% 

2002 

$234 

672,171 

$47 

255,480 

20% 

2001 

$215 

563,014 

$40 

185,315 

19% 

2000 

$203 

519,780 

$31 

135,836 

15% 


DoD IG, Sole-Source Prices for Commercial Catalog and Noncommercial Spare Paris, 
Report No. 98-088, October 13, 1998, at p. 17. 

GS A, Federal Procurement Data System, Total Federal Snapshot Report, Actions Reported 
From October 1, 2003 to September 30, 2004, date generated January 17, 2005. 

GSA, Federal Procurement Data System, Total Federal Snapshot Reports FY 2000 through 

FY 2004. 

“W. 
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Not only is the increased use of the “commercial item” contracting vehicle troublesome, but 
the Acquisition Reform Working Group (ARWG), largely made up of defense contractors, stated 
in its 2005 Legislative Agenda that it must continue to “push the envelop” regarding the 
government’s use of “commercial items” purchases. As may be expected, ARWG’s legislative 
agenda is complete with pro-contractor provisions that severely reduce or eliminate taxpayer 
protections - protections that allow agencies to oversee and audit government contracts. POGO’s 
preference is that the “commercial item” designation is only used for goods and services whose price 
is set by the genuine “commercial” marketplace. 

Other Transactions 

“Other transaction authority” is a term commonly used to refer to the DoD’s authority to 
enter into transactions (OT agreements) other than contracts, grants or cooperative agreements.^” 
DoD has temporary authority to award such agreements in certain circumstances for basic, applied, 
and advanced research projects.”' Its authority was expanded to allow the Director, Defense 
Advanced Research Projects Agency (DARPA), to enter into OT agreements to carry out prototype 
projects that are directly relevant to and weapons or weapon systems proposed to be acquired or 
developed by DoD.”” OTA is a customized agreement rather than contracts that can be specifically 
tailored based on the government’s needs.”” The inherent problem, however, is that rather than the 
government controlling what it needs, the OTA contractors are placed in the powerful position of 
saying “here’s what we will do for you.” 

"Other Transactions" acquisitions generally are not subject to the federal laws and 
regulations governing procurement contracts. Therefore, OTA is exempt from the usual contracting 
controls and oversight mechanisms set forth in contracting statutes, the FAR (in particular Truth in 
Negotiations Act (TINA) regulations and Cost Accounting Standards (CAS), DEARS, audit access 
for examination of contractor records by the GAO or defense auditing agencies, and Small Business 
Act requirements for small business participation.”^ Mirroring the intended reasons behind 
“commercial items,” OTA was created to lure non-traditiona! defense contractors to bring innovative 


”“ lOU.S.C. § 2371(a). 

”' DoD Annual Report on Cooperative Agreements and Other Transactions Entered into 
During FY2002 C/nder 70 1/502377, no date provided, at p. 1. 

”” Mancuso Statement, at p. 15. 

”” Congress has granted the Department of Homeland Security, NASA, and the Department 
of Transportation with OTA. 

”■* Statement of Eleanor Hill, Inspector General Department of Defense, For the 
Subcommittee on Readiness and Management Support Senate Committee on Armed Services 
On Acquisition Reform in the Department of Defense, March 17, 1999, at p. 16. Hereinafter Hill 
Statement. 
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ideas to the govemment.^^ The numbers do not support the government intent, however, with 72% 
of the research and 97% of the prototype OTA funding going to traditional DoD contractors in the 
late-1990s.^'' Now we are hearing a new explanation for OTA - that the primary benefit to 
contractors is that they can fully protect their intellectual property rights. In addition to the 
elimination of contracting controls, the companies that enter into OT agreements retain their ability 
to make a dollar from programs that were funded by Uncle Sam. 

Soon after DoD started using OTA, the DOD IG began documenting problems with those 
acquisitions. In 1998, the DOD IG reported on problems for 28 OT agreements awarded by 
DARP A.” One recommendation was for better monitoring of the actual costs against the funds paid 
and inconsistencies with audit provisions.^* One year later, the IG reiterated concerns with OTA, 
stating: 


DoD officials did not receive adequate expenditure reporting needed to monitor 
“Other Transaction” efforts, did not adjust milestone payments when needed, 
forfeited interest, and did not receive final research reports. The underlying causes 
were the lack of management guidance, and a lack of quantifiable performance 
measures to assess costs and benefits. The Department has issued additional 
guidance, but establishing the performance measures has been difficult for the 
Department. 


♦ ♦ ♦ 

Given the inapplicability of traditional controls to “Other Transactions,” we 
believe that if this authority is extended to billion dollar production runs of 
equipment, additional scrutiny of pricing for sole-source items will be needed to 
protect DoD and taxpayer interests. In these cases, the Department should require 
access to cost or pricing data, plus audit access for the Defense Contract Audit 
Agency, in order to ensure fair prices.’’ 

In 2000, the DoD Deputy IG Donald Mancuso pleaded with Congress to reign in OTA, 
testifying that “Congress may consider legislative proposals for other transactions this year. Given 
the inapplicability of traditional controls to other transactions, any expansion of the authority for 


” Under Secretary of Defense for Acquisition, Technology, and Logistics, “Other 
Transactions ” (OT) Guide for Prototype Projects, January 200 1 , at p. 11. 

’’ Mancuso Statement, at p. 15. 

” Hill Statement at p. 17. 

atp. 16-17. 

”/t/, atp. 18-19. 
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other transactions should provide the needed protections both for the Department and the American 
taxpayers.”'"’ 

Two major DOD acquisitions have come under OTA status: missile defense and Future 
Combat Systems (FCS) programs. As stated above, these programs are shielded from normal 
contract oversight mechanisms and proceed virtually unregulated. The real issue is what are we 
getting for our dollar. 

On January 2, 2002, Secretary of Defense Rumsfeld issued a memorandum regarding the 
direction of the missile defense program. That memorandum included a directive stating that “to 
encourage flexibility acquisition practices, I delegate to the Director, MDA, authority to use 
transactions other than contracts grants, and cooperative agreements to carry out basic, applied, and 
advanced research.”'"’ 

In 2002, DARPA started awarding “other transactions” for development work for the Future 
Combat Systems (FCS) program. Although only $20 billion awarded, the total value of the FCS 
program is believed to run as high as $120 billion. That makes the FCS program the largest OTA 
purchase to date. Array officials have countered by claiming that FAR provisions apply to the FCS 
program. That statement is misleading in the sense that OTA is not subject to the FAR. Last year, 
however, DoD finalized FAR-like regulations for “other transactions” for prototype projects, 
although none of those regulations offered oversight controls that protect federal funds (I'.e., TINA 
and CAS). 

POGO is concerned that both the missile defense and FCS programs are ripe for abuse and 
the use of OTA truly eliminates protections of hundreds of billions of taxpayer dollars. The OTA 
mechanism waives many of the financial oversight requirements of typical contracts for goods or 
services with the aim of attracting so-called non-traditional" defense contractors. "Other 
transactions" allow contractors to avoid taxpayer protections and transparency requirements in the 
contract statutes and regulations, which provide protections to ensure fair and reasonable 
procurement prices. OTA, however, is exempt from those protections and can exempt a defense 
contractor from undergoing government audits or providing the federal contracting agency and 
government auditors with access to the contractor's pertinent records. 

RECOMMENDATIONS 


“Commercial Items 

1 . Restore the definition of "commercial items" to those actually sold to the general 
public in significant quantities, rather than the current loosened definition: an item 
not necessarily sold to the public, but merely "offered for sale," or "of a type" offered 


Mancuso Statement, at p. 16-17. 

Secretary of Defense Donald Rumsfeld, Memorandum for Deputy Secretary of Defense 
Secretaries of the Military Departments el al.. Missile Defense Program Direction, January 2, 2002, 
attachment at p. 2. 
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for sale. Today, some "commercial items" never actually experience sales to the 
public, allowing the defense contractors that produce them to charge exorbitant 
amounts while pretending that a competitive commercial market is keeping prices 
in line. Such items should not be exempt from the usual oversight (TINA and CAS); 
and 

2. Stop the proposed rule on use of Time and Material and Labor Hour (T&M and LH) 
contracts using so-called "commercial item" FAR Part 12 provisions. This attempt 
is just another way of reliving contractors from oversight on flexibly-priced 
contracts. Ti&M and LH contracts could still be used, but they would have to include 
traditional oversight clauses, which FAR Part 12 prohibits. 

Other Transactions: 

1. Restore the original intent to bring innovations to the public from non-traditional 
government contractors, rather than throwing billions of dollars with no oversight 
controls to the government’s top vendors (/.e., prohibit any contractor who has 
accepted a FAR contract from being eligible to receive an OTA); and 

2. Renegotiate such agreements under contracting vehicles that provide taxpayer 
protections (i.e., FAR Part 15). 

General Contract Reforms: 

1 . Increase competition - especially for Indefinite Deli very /Indefinite Quantity (ID/IQ) 
contracts (e.g., GSA schedules, Govemmentwide Acquisition Contracts (GWACs), 
and other multi-agency contracts); 

2. Increase oversight for flexibly-priced contracts (e.g . , cost-reimbursement contracts, 
incentive-type contracts, and T&M and LH contracts); and 

3. Increase transparency - by requiring all opportunities (unless there is a security 
exception), and regardless of how phrased (e.g., contracts, orders. Blanket Purchase 
Agreement (BPAs), task or delivery orders under schedules GWACs, etc.) to be 
posted to Fed Biz Ops. 
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Senator McCain. Mr. Gordon, I am struck by one of the conclu- 
sions in your report. It says: “The contracting officer directed the 
evaluators to destroy portions of the evaluation record.” This is con- 
cerning the C-130J, right? 

Mr. Gordon. The C-130 avionics modernization program, sir.^ 

Senator McCain. Could you elaborate on the circumstances of 
that? 

Mr. Gordon. We had the contracting officer as a witness in the 
hearing before us. We learned that she had sent written instruc- 
tions to the evaluators to “clean up” the evaluation record, to use 
the phrase she used, but it involved essentially deleting and de- 
stroying part of the evaluation record, in particular things that 
would inconsistent with the final ratings. We were very troubled 
by that instruction. 

Senator McCain. Who was that contracting officer? 

Mr. Gordon. I do not have her name, sir. We could get that for 
you. 

Senator McCain. This was a civilian employee? 

Mr. Gordon. She reported to Darleen Druyun. 

Senator McCain. Mr. McNulty, from what you have been able to 
gather in the course of your involvement in these issues, do you 
think that there is a systemic problem here or this is just an iso- 
lated incident? Or do you not have an opinion? 

Mr. McNulty. Are you referring more specifically to the Air 
Force matters associated with Darleen Druyun or generally in pro- 
curement fraud? More broadly on procurement fraud? 

Senator McCain. Not confined to one person. 

Mr. McNulty. It is hard to have a sense of whether or not the 
problem is increasing. We are seeing, on an anecdotal basis, a wide 
range of procurement fraud activity, the ethical issues that are 
being described here today, as well as just the good old-fashioned 
false billing and so forth. 

I would also say that the criminal agencies we are working with 
in the working group are reporting a sense of increased concern 
and they are expanding their resources and they are doing things 
to gear up to be more aggressive. That is not very precise, but that 
is my best read on the scope of the problem; that there is pressure 
as well on speed or efficiency in procurement because of the cir- 
cumstances we are in. Some special procedures are being followed 
and that also might make us more vulnerable to certain fraud. 

Senator McCain. Mr. Gordon, the 15 September massacre as you 
have described in your statement, that Ms. Druyun called the eval- 
uators and made some changes, directed them to make changes in 
their evaluations, and you identified some specific examples. Did 
others in the Air Force know this was going on? 

Mr. Gordon. Yes, Mr. Chairman. In fact, those matters were 
coming up in conversations and in e-mails back and forth between 
her and others. One of the examples I thought might be worth 
mentioning in that regard is at one point the contracting officer 
testified at our hearing that at Darleen Druyun’s direction there 
was language crossed out that had described Boeing’s approach to 


^As was made clear later in the hearing, the contracting officer’s direction referred to the 
evaluation record in the avionics modernization program. 
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a particular technical matter as something that “tends to induce 
problems,” and at Darleen Druyun’s direction the contracting offi- 
cer had those words crossed out and replaced with the words “Boe- 
ing will work out details post-award.” Clearly that was a matter 
known to someone beyond Darleen Druyun. She was directing oth- 
ers to do it. 

Senator McCain. In your prepared statement when you said 
“The Air Force asserted that Ms. Druyun did not influence the 
source selection evaluation team,” is that statement credible? 

Mr. Gordon. The record did not support the Air Force’s position. 

Senator McCain. Is that your conclusion, Mr. Schmitz? 

Mr. Schmitz. Sir, that was — I do not have any reason to dispute 
it, sir. 

Senator McCain. Mr. Schmitz, Mr. Dominguez states in his testi- 
mony: “Early indications suggest in the accountability review in 
your investigation of the program referred by the Defense Contract 
Management Agency (DCMA) as well as others you are looking into 
suggest that no criminal activity occurred in these procurement ac- 
tions by any Air Force individuals.” What indication did you give 
Mr. Dominguez or the Air Force that no criminal activity occurred 
in these procurement activities by any Air Force individuals? 

Mr. Schmitz. I think what you are asking is how do we prove 
a negative. 

Senator McCain. Yes. 

Mr. Schmitz. We do not typically try to prove a negative, Mr. 
Chairman. I think that what my staff probably conveyed was that 
we did not see any immediate need to open up a criminal investiga- 
tion. We are in fact taking a look at those matters right now and 
we at any point could open up a criminal investigation. 

Senator McCain. Mr. Dominguez, in 1995 the price for the basic 
C-130 was $33 million. In 1998, the price had risen to $50 million. 
The 2004 contract price for the C-130J stretch aircraft is $67 mil- 
lion, and certain warfighter-specific mission aircraft are pushing 
the price near $100 million. 

Now, at least up until yesterday, it was a commercial item acqui- 
sition strategy. So we really have no way of getting at the cost data 
of the C-130J, do we, because it is a commercial contract and the 
Lockheed Martin has the right to keep that information private? Is 
that right? 

Mr. Dominguez. For the commercial aspects of the aircraft. For 
any specific mods that are done under the Federal Acquisition Reg- 
ulation Part 15 — there are some pieces of it — we do have cost and 
pricing data. But for the core aircraft which you are talking about. 
Senator, you are exactly right. 

Senator McCain. So I guess my question is, how are we supposed 
to examine how this rather dramatic cost increase has taken place? 

Mr. Dominguez. Senator, I think I have concluded, as General 
Jumper has concluded, that we are not able to appropriately defend 
the taxpayers’ interests here in this particular contract structure 
and so we are going to try and change it. 

Senator McCain. Do you think that this committee should have 
that cost and pricing information? 

Mr. Dominguez. Sir, I guess I am not in a position to 
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Senator McCain. That is not a fair question and I apologize. But 
it just is a bit frustrating when we see this dramatic cost increase 
and because of the way the contract was, the specifications of the 
contract, unless we subpoena that information, which I guess we 
will have to have discussions with Senator Warner and other mem- 
bers of the committee about, we will not know. 

So I think we ought to look at that. 

Mr. Dominguez. Senator, if I might. 

Senator McCain. Yes, go ahead. 

Mr. Dominguez. A minor point. The substance of your concern 
is absolutely on target and I share that concern. It is important to 
note that the J-model aircraft is a much different airplane and a 
much more capable aircraft than the predecessors. I think that 
baseline price is probably the C-130H. So there is some escalation 
associated with its capability. 

But again, we cannot dissect that for you and explain that to the 
American people. So the substance of your point is right on target. 

Senator McCain. I thank you for making that point. For all I 
know, there may be very legitimate reasons for these additional 
costs, but it is hard for us to exercise our oversight responsibilities 
if we do not have access to the information. 

Mr. Gordon, during your investigation on the small diameter 
bomb you interviewed a Lockheed Martin employee and former Air 
Force Brigadier General Bigum, who testified before he retired 
from the Air Force he received a letter regarding post-employment 
restrictions from the Air Force Staff Judge Advocate. In the Gen- 
eral’s testimony he states he was subsequently advised by the Staff 
Judge Advocate, “not to worry about it;” post-employment restric- 
tions were only put into the letter to “cover their butt;” and he was 
advised that these provisions on post-employment had no applica- 
tion to him. 

Did you find that interesting? 

Mr. Gordon. We did, sir. It was because we were troubled by 
what we heard that one of our recommendations was that the Air 
Force review that matter and report back to us. We are awaiting, 
as I said, their report in that matter. 

Senator McCain. I guess I would like to ask Mr. Schmitz, Mr. 
Gordon, and Ms. Flavin the same question. Do you think that this 
is, from what you have seen, that this is an individual problem of 
one rogue elephant that got a tremendous amount of authority, or 
do you think that there are some systemic problems here that need 
to be addressed? Mr. Schmitz? 

Mr. Schmitz. Sir, there is a March 20, 2005, article in the Wash- 
ington Post by a reporter by the name of Carrie Johnson. The title 
of the article was “Fraud’s Many Helpers.” I think Ms. Johnson 
hits the nail on the head. In these types of situations where you 
have one individual who is very charismatic and very powerful and 
that person is then held accountable, usually what we find out is 
that charisma sort of permeates the entire organization and it in 
fact does not happen by itself When you take on the one individual 
and you hold that charismatic individual accountable, you end up 
finding that there were a lot of other people that helped along the 
way. 
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Senator McCain. Mr. Gordon, Mr. Sambur alleged that he as- 
serted his authority. He had seen that she had too much power and 
he had reasserted his authority and responsibilities over her as far 
as acquisition is concerned. Have you seen any evidence of that? 

Mr. Gordon. Mr. Chairman, what we saw, as we explained in 
the decision, was that he held authority as source selection author- 
ity on paper, but that in practice during the very specific period we 
were investigating in early 2002, I believe, from February 2002 to 
May 2002, he was technically on paper the source selection author- 
ity; Darleen Druyun continued to play an important role, some- 
times without Dr. Sambur’s knowledge. 

Senator McCain. Ms. Flavin, have you in your course of your ex- 
amination seen a systemic problem here? 

Ms. Flavin. What we found when we went out and talked with 
the community, because we did a lot of interviews when we were 
conducting our review, there was virtually no one who did not 
think that Darleen Druyun when she was operating was doing the 
right thing. She had a way about her and she had built a persona 
that represented the best that was for the Air Force. 

I think what that tells us is, even when you see something like 
that, you have to be prepared to apply certain oversight milestones, 
schedules, something, to every once in a while check back in, even 
when you have someone with the reputation of a Darleen Druyun, 
just to make sure what is going on there. 

Nobody expected, thought, or had any idea that she was doing 
the kinds of things that she apparently was doing. 

Senator McCain. But there are like 500 inspectors or auditors 
over there, right? 

Ms. Flavin. Yes, sir. 

Senator McCain. She fooled all 500 of them? 

Mr. McNulty, please. 

Mr. McNulty. Mr. Chairman, this relates to another issue we 
are confronting, that Mr. Schmitz’s investigators at the Defense 
Criminal Investigative Services (DCIS) have talked to us about. 
That is, in looking at these conflicts of interest and post-employ- 
ment cases, they have to go back to ethics adviser’s records because 
obviously one of the defenses will be: I sought advice, I got advice, 
I was told I could work on this contract. We have to have good 
records to use if we are going to actually enforce the law in this 
area. 

We have found, at least the investigators are finding, these 
records are not the quality that they should be. They are not docu- 
menting these discussions adequately, and therefore it is a point of 
frustration in trying to nail down whether or not someone has 
acted properly and has followed the rules of the game. 

Senator McCain. Well, I do not know if it is your charter. I do 
not know if this is Mr. Schmitz’s or Mr. Gordon’s or maybe this 
committee’s charter. But in the tanker saga, odyssey, every time 
we turned around we saw basically some kind of a conflict of inter- 
est. Somebody who had worked for the corporation was back in the 
DOD or vice versa, or sometimes two or three times had bounced 
back. They were going to have Rand do a study on the tanker 
issue. We find out that the Air Force is paying Rand $25 million 
a year or something like that. Then we had members of the De- 
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fense Advisory Board, one of whom had a financial relationship 
with Boeing. 

Every time we turned around, we had great difficulty in finding, 
with the exception, very honestly, of the Inspector General and the 
GAO an objective evaluator of the situation that went on. One of 
the reasons why I think it took us as long as it did was because 
I think we have a problem perhaps that President Eisenhower 
warned us about in his farewell address, because there are so 
many internecine connections here that it is hard to get objective 
and honest evaluations. 

The operational requirements document (ORD) was clearly 
skewed in favor of Boeing, supposedly by objective evaluators. We 
all know that now, particularly as far as refueling capability, 
etcetera. 

So it seems to me that what this committee needs to do is look 
at the whole procurement issue and see if there are sufficient safe- 
guards. This C-130J contract has been out there for what, 10 
years? Ten years ago they decided to let a contract to a major de- 
fense contractor on the basis that it would be a commercial enter- 
prise. I wonder how long it took to figure out there was nobody, no 
airline, that was going to buy a C-130 to fly passengers around in. 
Yet for now more than 10 years, until yesterday, we have been op- 
erating under a commercial contract. 

The OTA was — and I quoted. I do not have the exact language 
here, but at the last hearing I quoted exactly what the intended 
purpose of an OTA was, and that was for a small, outside, inde- 
pendent contractor that was not familiar with the labyrinth of the 
Pentagon to get a small and specific contract. The Future Combat 
System (ECS) was let for $113 billion cost, and what was the effect 
of it was a lack of accountability for the cost and pricing. 

So to conclude my questions, I would, since all witnesses have 
had some experience with this, I would like to hear a response, be- 
ginning with you, Mr. McNulty. 

Mr. McNulty. Well, I think that you raise very good concerns 
about how we are going to try to more systematically get at this. 
I mentioned in my opening statement about the DCIS Senior Offi- 
cial Project, and I think that is certainly one good start and it prob- 
ably will send a good message to those who are on the government 
side of this business, not the contractors but on the government 
side, as to just how there is increased scrutiny and with that more 
attention being paid to who is doing what. 

Our case has looked at all the evidence we have to date with re- 
gard to the Darleen Druyun matter and I think we have put out 
in the public record what we have in terms of criminal information. 
But we are always waiting for or available to work with the inves- 
tigators on anything further. I think we are probably making 
progress in this area because of the attention this is getting. 

Senator McCain. Mr. Schmitz. 

Mr. Schmitz. With regard to your comments about conflicts of in- 
terest, sir, I would just — I share your concerns. What we typically 
have in the Pentagon, in the industrial complex, is a lot of poten- 
tial conflicts and what we try to do is to set up firewalls or safe- 
guards, checks and balances, to prevent the potential conflicts from 
becoming actual conflicts. 
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What we have proposed — it is not our responsibility as the inde- 
pendent IG to set up those safeguards. In fact, we really cannot do 
that ourselves because then we will not be able to investigate or 
audit them. That is a fundamental rule of audit independence. But 
we have been encouraged by the receptivity of the Air Force and 
the DOD to review the safeguards that are in place to help prevent 
the potential conflicts from becoming actual conflicts and leading to 
these type of sagas. 

But no matter how good the structure is, of course, it all comes 
down to individuals having to live within those structures. So it is 
equally important that we work with U.S. Attorneys and other 
folks and when we find people that have obviously screwed up we 
hold them accountable, and we will continue to do that as well, sir. 

Senator McCain. Secretary Dominguez. Again, I want to thank 
you for the decision that you and the Chief of Staff of the Air Force 
made yesterday. 

Mr. Dominguez. Thank you. Senator. 

I think we ought not to discount the expertise that we do get 
when we bring accomplished people from industry into the govern- 
ment to help us understand. There is some real benefit that we get 
out of that as a Nation. 

Mr. Schmitz is exactly correct in saying that the trick is to try 
and create structures and firewalls that protect the government’s 
interests from the potential for conflict of interests which is then 
inherent in that. Clearly there are things we can do better. I am 
excited at the prospect of taking the recommendations from these 
people that are sitting here and working with Under Secretary 
Wynne in trying to do better. 

My personal opinion is that a system with a lot more openness, 
with a requirement to put and document all of the different views, 
when you bring people together to talk about decisions to document 
and record those, record dissenting opinions and forward them up, 
so a much more open process that is available to checks and bal- 
ances, and it is clear about why decisions were made is one I think 
where we can balance these two interests, protect ourselves and ac- 
complish what we need to do. 

Senator McCain. Thank you very much. 

Mr. Gordon. 

Mr. Gordon. Mr. Chairman, the phenomenon of the revolving 
door can sometimes have benefits for both sides. But it is clear 
from what we saw in this case that there can also be risks to the 
government and to the public interest associated with it. 

I would also say that the phenomenon of organizational conflicts 
of interest is a growing one. We have seen it in our bid protest 
work over the last 2 years, in particular associated with the con- 
solidation in the defense and information technology (IT) indus- 
tries. It is an issue that needs to be faced. 

I do think that the transparency that we are able to get through 
the bid protest process, as well obviously as other processes, that 
transparency is extremely important for preserving and protecting 
the public interest in procurement. 

Senator McCain. Ms. Flavin? 

Ms. Flavin. There were a couple of things the team and I came 
up with when we looked at the situation, not official DOD positions 
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by any stretch, but a couple of ideas that we thought could help 
this kind of situation. One of them was to limit the tenure within 
key civilian positions, not necessarily the political ones because 
they already move in and out pretty quickly, but your career civil- 
ian positions, key positions. To stay in one position for 10 years, 
as Darleen did, can be quite dangerous. 

In her case there were a number of instances when Darleen 
moved in and out of various other positions as other people left. 
She would take over as a Project Executive Officer (PEO) when 
they were between PEOs, this kind of thing. That takes away from 
the checks and balances that are currently built into the system, 
and I think a hard look needs to be made at how do we keep that 
from happening, how do we maintain those checks and balances 
even as people come and go from positions? 

Senator McCain. Thank you. I thank the witnesses. 

Senator Lieberman. 

Senator Lieberman. Thanks, Mr. Chairman. Thanks to all the 
witnesses, too. 

Mr. Gordon, I thought parts of your report were actually shock- 
ing and I suppose from our point of view as representatives of the 
public, infuriating. The general picture of Ms. Druyun that one gets 
from all we have heard is that she was a very powerful person, by 
some accounts, including yours, too powerful. Yet, in the C-130 
matter you rejected an Air Force assertion that there was no evi- 
dence that Ms. Druyun influenced the source selection evaluation 
team. 

In the case of the small diameter bomb protest, the position of 
the Air Force — and I am reading from your conclusion, your re- 
port — was that ’’the protester was not prejudiced by Ms. Druyun’s 
acknowledged bias in favor of Boeing because “she” — and I quote 
from the Air Force here — “did not play a significant role in the de- 
cision to change technical requirements.” 

You rejected both of those assertions by the Air Force, finding in 
the latter case, the small diameter bomb case, that the record 
showed that Ms. Druyun was significantly involved in the decision- 
making process that culminated in changes to technical require- 
ments and the deletion of related evaluation criteria. 

You have seen these protests come along. How do you explain the 
position that the Air Force took in defense of these decisions? 

Mr. Gordon. Senator Lieberman, I cannot explain why the Air 
Force took the position that it took. You would have to ask the Air 
Force that. I will tell you that our protest process, because we do 
have this quasi-judicial function, was an opportunity for us to hear 
every side. Where we need to hold a hearing, as we did here in 
both of these matters, we hold a hearing. Each hearing lasted 2 full 
days. We were able to hear from a good number of Air Force wit- 
nesses. 

Their argument certainly got a hearing. 

Senator Lieberman. Right. 

Mr. Gordon. But we concluded that it was simply not consistent 
with the record. 

Senator Lieberman. Were those assertions on behalf of the rel- 
ative lack of involvement by Ms. Druyun made before you by supe- 
riors or subordinates of hers? 
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Mr. Gordon. Both, Senator Lieberman. That is to say, Dr. 
Sambur, for example, told us in the small diameter bomb matter 
that Darleen Druyun was not involved in the change to the re- 
quirements at issue there, and of course her subordinates as well. 

We noted in a footnote — I think it is in that decision, the small 
diameter bomb decision. Senator Lieberman — that we found it an 
inconsistency between the Air Force witnesses telling us as a gen- 
eral matter that they were quite sure Darleen Druyun was not in- 
volved, but then when during the hearing we showed them docu- 
ments — e-mail messages, memoranda — that were from that time 
period, showing that she was involved, they had no recollection. 

Senator Lieberman. Well, it obviously raises a lot of questions 
about the testimony, including by Dr. Sambur as her immediate su- 
perior. It is a sad and really unseemly story. 

I want to go to you. Secretary Dominguez, and I want to say 
clearly that this is the first hearing our subcommittee has held on 
Air Force acquisition since the departure of Secretary Roche and 
Assistant Secretary Sambur. You are now the top-ranking official 
in the Air Force, but I understand that you played no role at all 
in this controversial tanker lease proposal; is that correct? 

Mr. Dominguez. That is correct. Senator. I was and still am the 
Assistant Secretary for Manpower and Reserve Affairs. 

Senator Lieberman. Right. That you were not involved in the 
other two matters that Mr. Gordon ruled on? 

Mr. Dominguez. No, Senator, I did not do anything connected to 
acquisition. 

Senator Lieberman. Right. I wanted to say that just to clarify 
your role and to say, nonetheless, that because you are here as the 
Acting Secretary I want to ask you some questions more generally. 
It is whether you would say at this point that the leadership of the 
Air Force is prepared to acknowledge that the problems with the 
tanker lease acquisition and indeed the other two went beyond the 
role that Darleen Druyun may have played in the pricing of the ac- 
quisition? 

Mr. Dominguez. Senator, I have to acknowledge the work that 
Mr. Schmitz did on it and that we have accepted the findings and 
recommendations of the Inspector General, and I have to say that 
this was not an episode in which we covered ourselves with glory 
and I really hope there are many lessons for us to learn and I in- 
tend to learn them and to lead the Air Force beyond them, and 
hopefully with your assistance. 

Senator Lieberman. Let me try to clarify a little bit what my 
question was by going back to a nomination hearing last fall, when 
General Gregory S. Martin was asked several questions about the 
Air Force acquisition organization and the oversight that it pro- 
vides. General Martin testified that in the 1990s “not only did we 
go through a very serious restructuring of our forces in drawdown, 
but we also went through a major acquisition reform that took 
much of the oversight, too much of the checks and balances out.” 

General Martin then testified that “we may have gone too far in 
the pendulum.” He also testified that, although he had served as 
top uniformed acquisition official in the Air Force, he was “not an 
expert in contracting” and “did not get into the business of under- 
standing” what Darleen Druyun was doing. 
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So, Secretary Dominguez, I want to ask whether you agree with 
General Martin on the general point that when the Air Force 
downsized its acquisition organization and took out much of the 
oversight it may have gone too far? 

Mr. Dominguez. Senator, I think we clearly did. I would like to 
point out that this was a government-wide endeavor. Commercial 
business practices were much in vogue, so experiments to try to 
streamline and speed acquisition and just do things faster, there 
were many things going on. So it was not us alone. 

A lot of the structure, the rigor, the discipline, the checks and 
balances, did in my view come out of the Department, and it looks 
pretty clearly like we did go too far. 

Senator Lieberman. Ms. Flavin, I understand that your career 
has largely been in acquisitions. 

Ms. Flavin. Yes, sir. 

Senator Lieberman. I wonder, therefore having some history of 
service in the government in that regard, what your reaction is to 
the statements that General Martin made. Did we go too far and 
are we lacking the oversight necessary now in the acquisition proc- 
ess? 

Ms. Flavin. Yes, sir, in my opinion we have gone a little too far. 
We have removed some of the checks and balances that I think are 
important. I recall in earlier days there used to be some fairly 
stringent boards we would have to go through for different kinds 
of major acquisition actions. You do not see those very often any 
more and I think they served a very useful purpose. 

I would not want to go, return to the good old days of yesteryear 
entirely because it can get carried to an extreme as well. 

Senator Lieberman. Right. 

Ms. Flavin. I think we need to find the right balance. But I do 
believe it has probably gone outside the balance area now. 

Senator Lieberman. Would it be your personal conclusion that 
the problem is a lack of an adequate number of personnel in acqui- 
sition? Is it inadequate training of the personnel? 

Ms. Flavin. That is a really good question, sir. I do believe that 
for a very long time we have not been hiring people. It is a dif- 
ferent issue than adequate number of people, Wt we have not been 
hiring people, and what you have is a cadre of individuals, fairly 
small, getting to a small cadre of very knowledgeable people, and 
we are bringing in now some very young people who do not have 
the kind of experience you would like to see. 

So there is a dearth of experience up and down the acquisition 
workforce at this stage, yes, sir. 

Senator Lieberman. Well, that is a serious statement. 

Mr. Schmitz, in your work as Inspector General have you seen 
enough to draw any conclusions about whether there are systemic 
deficiencies in the acquisition process that go beyond the crimes 
that Darleen Druyun committed? 

Mr. Schmitz. Sir, I tried to address that question in my earlier 
statement about our reviews and our working with the Department 
to take a look at the internal controls, the checks and balances that 
exist now to avoid potential conflicts becoming conflicts. It is a very 
serious challenge that has been exacerbated, frankly, over the last 
decade or so by the shrinkage of the number of defense contractors. 
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major defense contractors out there. It has exacerbated a system 
that has been there all along and I think that in the post-Enron 
era it would behoove the Department to focus very, very closely on 
these internal controls that are designed to provide these checks 
and balances that appear to have been lost. 

Senator Lieberman. Both internal checks and balances and the 
ability to effectively negotiate and contract and interact with what 
I presume are fairly sophisticated people working for the defense 
contractors? 

Mr. Schmitz. Yes, sir. 

Senator Lieberman. Secretary Dominguez, will you commit the 
Air Force to work with us to restore the strength of your acquisi- 
tion organization and ensure that you have the kinds of checks and 
balances that you need for future acquisitions? 

Mr. Dominguez. Absolutely, Senator. 

Senator Lieberman. I appreciate it. Let me ask you this ques- 
tion. I noted in my opening statement that the Air Force long re- 
sisted conducting a formal analysis of alternatives, as the DOD 
does with other major programs, to determine the best approach to 
meeting the Department’s tanker needs. Last summer the Air 
Force finally agreed to perform this analysis of alternatives. 

It was originally due in November, then December, then Janu- 
ary. The Air Force has now announced that the initial analysis of 
alternatives was inadequate and it needs another 6 months to com- 
plete the job. 

Is the difficulty that the Air Force has had in conducting this 
analysis of alternatives an indication of the complexity of this issue 
and an indication that the Air Force would have been well advised 
to conduct this analysis of alternatives 3 years ago, before it start- 
ed down the road on the tanker lease arrangement? 

Mr. Dominguez. Sir, I can say that it is a complex issue and it 
does require some careful thought. The analysis that we did was 
subjected to some scrutiny by the independent reviewing agencies 
in the Department, found wanting, so they sent us back to go work 
at it some more, which we are happy to do. 

With respect to what should have gone before, I am really not 
the right one to give you an assessment of that. I can say that I 
am happy we are doing one now. I am confident we will do one that 
stands up to the tests and guides us toward the right decision. 

Senator Lieberman. I appreciate that. Secretary Dominguez. 
Then I would ask this question: Would you agree as a matter of 
general policy that in the future the Air Force should conduct an 
analysis of alternatives before initiating an acquisition of this com- 
plexity, even if it is not required by a strict reading of the regula- 
tions? 

Mr. Dominguez. Well, I would like to leave ourselves some wig- 
gle room to respond to specific situations, because the acquisition 
policies and practices do allow it to be waived. But that is a kind 
of decision that ought to be made carefully and in consultation with 
lots of affected parties. 

Senator Lieberman. Let me try to make it easier for you. Would 
you agree that, based on what you have learned in this case, that 
the burden of proof ought to be on the Air Force if it decides to not 
go ahead with an analysis of alternatives (AOA)? 
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Mr. Dominguez. Absolutely, absolutely, Senator. 

Senator Lieberman. Thanks. 

Mr. Schmitz, I was troubled by something you said at the very 
end of your statement. You mentioned the ongoing audits and you 
are at some state of development of these two audits, which look 
like they go to me as I read them to some of the systemic problems 
with the acquisition process that we have been talking about today, 
that come out of the lessons learned from the tanker lease Druyun 
case. But then at the bottom, as you well know, you say “Both au- 
dits have been suspended because of audit support for Base Reloca- 
tion and Closure (BRAC) and other operational priorities.” 

Mr. Schmitz. There are statutory requirements and so, as much 
as we would like to do, we have to satisfy the statutory require- 
ments under BRAC. 

Senator Lieberman. So you are statutorily required to provide 
audit staff to the BRAC process? 

Mr. Schmitz. Well, I am not sure if it says that my office has 
to provide it. The Department has to do the work that leads up to 
the Base Realignment and Closure Commission recommendations 
and I have approximately half of my 600 auditors that are working 
with the Department to make sure that the data going into that 
process is in fact accurate to allow for intelligent decisions. 

Senator Lieberman. It is a real shame that you had to suspend 
these two audits because they are critically important. How soon 
do you think you will be able to get back to them? 

Mr. Schmitz. I think we are planning to restart them this sum- 
mer. Let me see if my deputy has a better — that is when we plan 
to redevote the energy to them. So it is just a temporary delay, but 
we definitely plan on continuing these audits. 

Senator Lieberman. Because there are a lot of members of Con- 
gress with bases in their districts who would like you not to supply 
adequate staff to the BRAC process. [Laughter.] 

Mr. McNulty, you had an unusual sort of third party opportunity 
to look in on this system and to the extent that you are comfortable 
and appropriate for you to say so. I wonder if you drew any conclu- 
sions from what you saw beyond the specific case about the acquisi- 
tion process and how it was conducted in the Air Force? 

Mr. McNulty. Well, certainly things have been said so far about 
Darleen Druyun and the way in which she operated that we saw 
pretty clearly during our investigation. The level, the amount of 
her independence and influence, the nature of the process where 
you have a career person who stays there with that kind of author- 
ity and yet other people are coming and going over time because 
they are political appointees or whatever and therefore there is an 
institutional knowledge that exists in one person that others do not 
have. We saw all that certainly in the facts that were gathered for 
the investigation. 

We were looking at it from a rather narrow perspective of a con- 
flict of interest investigation and therefore, while we saw things, 
they were not particularly relevant to what we were doing. I would 
say overall. Senator, as well in terms of the system, ferreting out 
the fraud and the criminal activity is hard work and it takes a lot 
of time, a lot of paperwork. Some of the criminal investigative 
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agencies that are in the center of the game here do not always 
have the auditing capacity. 

So for example, NCIS has to rely upon other auditors to come in 
and work with them. They have some of their own capacity, but 
they have to rely upon auditors from other resources within the 
DOD. 

I think that both personnel and also some technology that allows 
them to do certain things with the information they do have or to 
track information better would make them more effective. I know 
that money is tight everywhere, but certainly our investigations in 
many cases wait while the investigators have to get the resources 
to plow through these documents, just as I am sure you see when 
you conduct congressional investigations. 

Senator Lieberman. Just one final question. In your pursuit of 
this case, did you find any shortcomings in the law that Congress 
should look at, in other words with regard to the conflict of interest 
laws particularly? 

Mr. McNulty. Well, on a different kind of ethical issue, that is 
more of the quid pro quo question — has someone taken action in 
exchange for some benefit? The bar is pretty high in the law and 
that goes back to a Supreme Court decision on how you enforce 
that or how you interpret the current gratuities type of laws on the 
books. That is a pretty complicated subject. 

Conflict of interest law, that is easier to use. The penalties are 
not very high. So in the case of Darleen Druyun, she received a 
longer sentence because of some false statements she made. In the 
course of her work with the government she was debriefed and as 
a result of her lack of cooperation the judge gave her an enhance- 
ment, so she got 9 months in prison and then 9 months of home 
confinement. 

But Michael Sears got 4 months, which we were actually pleased 
with, given the fact that the maximum sentence under the law is 
6 months, that is under the sentencing guidelines. So I think that 
we have to keep an eye on the question of adequacy of penalty to 
make sure that deterrence is sufficient. 

Senator Lieberman. I appreciate that answer. Perhaps we in 
Congress should take a look at that as well. 

I thank you all very much. Thanks, Mr. Chairman. 

Senator McCain. Secretary Dominguez, we have been told the 
President’s budget came over canceling the C-130J and apparently 
that decision is being reviewed somewhere within the Pentagon. 
Senator Chambliss has been involved in that issue more than I am. 
But I was startled to hear that if the C-130J was canceled that 
would therefore drive up the cost of the F-22. Is that true? 

Mr. Dominguez. There are lies, damn lies, and statistics. Sen- 
ator. I think that that is likely to be true, the way the system 
works now, that there is overhead costs that are shared across all 
the products of the manufacturer of these aircraft and then when 
they lose one of their product lines the overhead does not shrink 
proportionately, so that there is a marginal effect in the other prod- 
uct lines of this shared overhead. 

It is a cost accounting issue and a distribution issue. I have no 
knowledge about what that price effect is likely to be, and it would 
be negotiable in any case. 
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Senator McCain. Lockheed Martin people tell us it could be 
about $383 million would be the termination costs. I am asking 
these questions and I need the answers because we need to mark 
up our legislation and it matters as to what the termination costs 
and what the effect on the F—22. 

Mr. Dominguez. Sure. 

Senator McCain. It seems to me it is just bizarre that if we can- 
cel one program therefore it drives up the cost of another. If we are 
negotiating contracts that allow such a thing, then we had better 
go back and look at procurement again. This means that we could 
really never make financial sense out of canceling any program, if 
it is going to drive up the costs of other programs, or only give one 
contract to each corporation, which obviously, since we do not have 
that many — ^but there is something fundamentally wrong that if we 
cancel one program that it drives up the cost of a cargo aircraft and 
the other is a fighter aircraft, and how those two should be con- 
nected is beyond me. 

I very much want, before we start our markup, which is in about 
3 weeks, the exact cost penalties associated with cancellation of the 
C-130J and the cost effects that it would have on the F-22. I think 
we need that in the decisionmaking process that we are required 
to do as we mark up our subcommittees bill. 

So would you get that for me? 

Mr. Dominguez. Yes, sir. If I could, I have talked to Mr. Krieg, 
who is the Director of Program Analysis and Evaluation, and he is 
doing that assessment right now for the Secretary of Defense about 
the C-130J contract. So he understands very clearly that he, 
through Secretary Rumsfeld, owes you that information before you 
go to markup. 

Senator McCain. Thank you very much, Mr. Secretary. 

Senator Chambliss. 

Senator Chambliss. Thank you, Mr. Chairman. You and I have 
talked about this previously, and it is one of the more frustrating 
parts of dealing with procurement acquisition at the DOD. I do not 
know what the answer to this is, but again you and I have talked 
about once we get through this that we need to do some significant 
oversight into that issue, not necessarily the weapons systems 
themselves, but in the procurement and acquisition issue, because 
there has to be a better way to do it. I think it is fairly safe to say 
that we are spending way too much tax money on things that we 
ought not to be spending it on. 

I appreciate your leadership and I concur with Senator 
Lieberman: Were you not as strong, positive, and I could use a lot 
of adjectives in describing your antics. 

Senator Lieberman. Many people have. 

Senator Chambliss. But again, you have had a very positive re- 
sult and I appreciate it. 

I can tell you the answer to that question. The costs of the F- 
22 are going to go up, and it all has to do with that industrial base 
that is located at that one plant where these two weapon systems 
are manufactured. I do not know what the cost would be, but I just 
know it has to be there because of the overhead, as the Secretary 
has said. 
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I am sorry that Chairman Warner is not here. It is true he nomi- 
nated Mr. McNulty over there, but I have known him for many 
years and was part of the Judiciary Committee that confirmed him 
last year. I wanted to take some of the credit because he has done 
an outstanding job. If you had not done as good a job as you have 
done, Paul, I might let Warner take all the credit. 

I do not want to beat a dead horse relative to this commercial 
contract issue, Mr. Chairman, and I appreciate the fact that the 
Air Force has come in and we are now operating in a different at- 
mosphere relative to that. But some statements have been made, 
particularly in testimony last week by Mr. Schmitz, that I think 
need correcting in the record. 

Mr. Schmitz, you stated in your testimony before this committee 
last week that the predecessor to the C-130J, the C-130H, was 
never used for commercial purposes, is that correct? 

Mr. Schmitz. I do not recall exactly what I said last week, but 
if you are reading from my testimony I will 

Senator Chambliss. If you do not remember, let me refresh your 
memory, then, and this is from your written statement: “The Air 
Force contracting officer’s statement that the aircraft evolved from 
a series of Lockheed Martin Development-produced commercial air- 
craft configurations is contradicted by the fact that the prior 
version of the aircraft, the C-130H, was only used for government 
purposes.” 

Now, Mr. Schmitz, have you ever heard of the L-IOOH aircraft? 

Mr. Schmitz. No, sir. 

Senator Chambliss. The L-IOOH aircraft is in fact a commercial 
version of the C-130H which was sold to numerous commercial 
transport companies who have been operating them since the 
1970s. Southern Air Transport operated 21 L-lOOH’s worldwide for 
decades as a commercial version of the C-130H. Linden Air Cargo 
in Alaska still flies these aircraft today. 

Mr. Schmitz, are you familiar with the fact that in the early 
1990s that Congress encouraged DOD to pursue commercial con- 
tracting? 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. In fact this committee, the Senate Armed 
Services Committee, helped pass legislation in 1994 which is 
known as the Federal Acquisition Streamlining Act, which ex- 
panded government procurement authority for acquisition of com- 
mercial items. Are you familiar with that? 

Mr. Schmitz. Yes, sir. 

Senator Chambliss. Mr. Schmitz, are you familiar with the fact 
that former Under Secretary for Acquisition and Logistics, Paul 
Kaminski, approved the C-130J program as a “regulatory pilot pro- 
gram” to explore the use of commercial contracting in a September 
1995 memorandum? 

Mr. Schmitz. I am not familiar with that exact memorandum, 
sir, but I will take it as true. 

Senator Chambliss. I have a copy of the memorandum here, Mr. 
Chairman, which I would like inserted in the record. 

Senator McCain. Without objection. 

[The information referred to follows:] 
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Senator Chambliss. Mr. Schmitz, are you aware that this memo 
stated, “As a regulatory pilot program, the C-130J will dem- 
onstrate the application of commercial practices”? 

Mr. Schmitz. I was not aware, hut I will take it as record. 

Senator Chambliss. Mr. Schmitz, are you aware that the Air 
Force’s determination and finding regarding the approval of the C- 
130J program as a commercial item was reviewed for legal suffi- 
ciency and approved by the Air Force Contract Law Center, which 
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is not subordinate to the Secretary of the Air Force-Acquisition 
(SAFAQ) or to Ms. Druyun? 

Mr. Schmitz. I was not familiar, but I will take it as the record. 

Senator Chambliss. Well, Mr. Schmitz, my point in making this 
argument is that there was in fact justification for approaching the 
C-130J program as a commercial product based on Congressional 
and DOD direction, previous commercial sales of the C-130H, and 
market research showing a commercial market for the C-130J. As 
I have stated earlier, and I think you and the chairman and I are 
all in agreement on this, we can and should ask the question today 
of whether or not a commercial contract was and is appropriate. 
However, the fact remains that the decision at the time was not 
made on a whim nor was it a unilateral push by Lockheed Martin. 
It was made for some good reasons which even this committee en- 
dorsed at the time. 

Now, I think it is significant that the DOD announced yesterday 
that they will begin the process of transitioning this contract from 
a commercial to a traditional acquisition project, and I think that 
is the right approach. I think it confirms the fact that there are 
some inherent challenges with commercial contracts and that they 
are probably not the best vehicle for large-scale procurements like 
the C-130J. 

However, the point is that we have learned that through this 
process. Again, were it not for the leadership of the chairman that 
simply would not have happened. As far as I know, there has been 
no malfeasance or illegal behavior regarding this program and I 
would be very surprised if we found any. So I think we need to 
draw a line between saying “Yes, there is a better way to do this 
and we have learned that during this process;” and saying, “This 
is a case of a contractor cheating the government or the govern- 
ment being irresponsible,” because there is absolutely no evidence 
that that is the case. 

Now, Mr. Schmitz, you stated in your testimony before this com- 
mittee that you understood based on hearsay that C-130Js may 
currently have an operational role and that there may be some 
operational C-130Js now. You later went on to say that you under- 
stood that the C-130J had extremely limited operational use in 
theater thus far. Again, is that still your understanding of the fact? 

Mr. Schmitz. That is my understanding. 

Senator Chambliss. Well, let me ask you to consider this, and 
this is based on testimony which followed yours last week and I as- 
sume was available to you had you asked for it. To date, C-130Js 
in Iraq have flown over 400 missions with a mission capable rate 
of 93 percent and have performed all assigned missions success- 
fully. C-130Js have transported over 5,000 passengers, 1,600 tons 
of material, and flown 1,329 hours. KC-130Js have flown 789 
hours in Iraq with mission capable rates in excess of 95 percent. 
In total, KC-130Js have flown 11,000 hours and, according to the 
Marine Corps, the KC-130J performance is superior to the legacy 
fleet of the KC-130s. In addition to the U.S. planes, there are 
seven C-130Js in U.S. Central Command (CENTCOM) being oper- 
ated by our coalition partners. 
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Now, I am not sure what your definition of “extremely limited” 
is, but very honestly I think that is more than an extremely limited 
use of a weapon system. 

If you have any comment, I want to give you a fair opportunity 
to say anything you wish to about that. 

Mr. Schmitz. If I misspoke in my testimony about the commer- 
cial use of the C-130H, I will correct the record forthwith, and I 
will retract my use of the adjective “extremely.” 

Senator Chambliss. That is all I have. Thank you. 

Senator McCain. Thank you. Senator Chambliss, and I thank 
you for your involvement in this issue, and I know how important 
it is to you and your constituents. I would just point out that the 
GAO testified the following: “GAO rejected the Air Force’s assertion 
that the evaluation process had been conducted properly because: 
one, the contracting officer directed the evaluators to destroy por- 
tions of the evaluation record; two, the agency failed to have mean- 
ingful discussions with all of the offerors; and three, the evidence 
showed Druyun’s biased influence throughout the source selection 
process,” which is why the GAO recommended that the Air Force 
recompete the installation phase of the C-130 contract and rec- 
ommended that the Air Force conduct a thorough analysis of the 
possibility of recompeting the entire contract effort. 

So there is evidence that, including destruction of records con- 
cerning the C-130J, that is very serious allegations made by Mr. 
Gordon. 

Senator Chambliss. Mr. Chairman. 

Senator McCain. Yes. 

Senator Chambliss. Let me correct something there now. What 
you have reference to is not the contract for the procurement of the 
C-130J airplane. What you have reference to is to the contract for 
the — was it avionics? 

Mr. Gordon. Avionics modernization program. 

Senator Chambliss. Avionics modernization package for the C- 
130, that actually Lockheed Martin was not involved in. Boeing 
was the winner of that contract, and that is what you have ref- 
erence to, not what we were talking about in my questions to Mr. 
Schmitz. 

Senator McCain. Okay, maybe we are talking about different 
things. 

I want to thank the witnesses and I appreciate their time and 
effort, and this has been a very helpful hearing for the committee. 
Thank you very much. 

[Questions for the record with answers supplied follow:] 

Questions Submitted by Senator John McCain 

BOEING TANKER LEASE 

1. Senator McCain. Mr. McNulty, as you of course know, I’ve been actively inves- 
tigating the Boeing tanker lease proposal for more than 2 years. During the course 
of our investigation, the Department of Defense’s (DOD) production of documents re- 
sponsive to congressional requests has been marked by disruption, prevarication, 
and delay. Despite that we finally have the tanker replacement program on the 
right track and have, consequently, saved taxpayers at least $6 billion, the DOD’s 
production of documents has been unacceptable. I conveyed my concerns directly to 
White House Counsel Harriet Miers just last week. Have you been comfortable with 
the degree to which the Pentagon has been producing documents to you in your in- 
vestigation? 
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Mr. McNulty. Our office has conducted the investigation with the assistance of 
the Defense Criminal Investigative Service (DCIS). All of our requests for informa- 
tion and documents from DOD have been directed through DCIS, and we have been 
completely satisfied with their responses to our requests. 


COSTS OF C-130J 

2. Senator McCain. Secretary Dominguez, in 1995, the price for the basic C-130J 
aircraft was $33 million, but by 1998, the price had risen to $50 million. The fiscal 
year 2004 contract price for the C-130J Stretch aircraft is $67 million and certain 
warfighter specific mission aircraft are pushing the price near $100 million. Because 
the Air Force is acquiring C-130Js using a Federal Acquisition Regulation, Part 12, 
commercial-item acquisition strategy, the Air Force has established a position that 
it cannot require Lockheed Martin to provide certified cost or pricing data. Without 
the cost and pricing data, we cannot verify or discover why the aircraft cost has in- 
creased so dramatically. Do you have any idea why the costs have risen so much? 

Mr. Dominguez. Using the active C-130H production contract in 1995, Lockheed 
Martin introduced the first two C-130Js to the Air Force at the existing, lower, C- 
130H price of $33.9 million. Several factors account for the increase in aircraft unit 
cost, which currently stands at $66.5 million (fixed price for the 2003 to 2008 multi- 
year contract). First, the C-130Js currently on contract feature substantial perform- 
ance improvements not reflected in the initial H-model price, including a 40-percent 
larger cargo compartment. Second, current C-130Js include enhancements like a 
Global Digital Map and the enhanced cargo handling system. Third, the production 
rate has significantly decreased — from 30 aircraft per year in 1995, to the present, 
in which the price is based on a production rate of 16 aircraft per year. Finally, in- 
flation has also contributed to the price increase. 


JOINT PRIMARY AIRCRAFT TRAINER SYSTEM 

3. Senator McCain. Mr. Schmitz, in your statement you identified potential prob- 
lems with the new joint primary aircraft trainer system for the Navy and Air Force. 
I understand Darleen Druyun was involved in the acquisition. Do you have any in- 
formation that may identify that Navy acquisition officials also acted improperly in 
the acquisition of this aircraft? If so, please elaborate. 

Mr. Schmitz. The Office of the Inspector General has not performed any audit or 
investigative work that would indicate Navy acquisition officials acted improperly 
in the acquisition of Joint Primary Aircraft Trainer System (JPATS) aircraft. 


Questions Submitted by Senator James M. Inhofe 
acquisition timeline 

4. Senator Inhofe. Secretary Dominguez and Ms. Flavin, overall, I am very con- 
cerned about the length of time it takes for our country to deploy a new weapon 
system. Too often it takes so long for a new system to go from the cradle of develop- 
ment to the operational field that the world has changed dramatically. We see the 
challenge for which the weapon system was originally designed is no longer the 
threat that it was. Or the enemy’s application of current technology makes the sys- 
tem less lethal than it would have been had the system rolled off the line sooner. 
I know that DOD sees this problem as well, and the Pentagon has identified proc- 
esses to streamline acquisitions. To improve the process, Congress has authorized 
such programs as fast track, spiral development, and commercial item purchase. 
How do we get more fully operational weapons systems into the hands of the 
warfighter in a quicker and still cost effective manner, and what do we need to do 
to make this happen? 

Mr. Dominiguez. Everything we do in the Air Force drives toward the goal of get- 
ting an operationally safe, suitable, and effective product of best value to the 
warfighter in the least amount of time. The Air Force has fully embraced the con- 
cept of Evolutionary Acquisition that the DOD has identified as the preferred ap- 
proach to satisfying operational needs. Evolutionary Acquisition is an acquisition 
strategy that rapidly acquires and sustains a supportable capability for the 
warfighter and incrementally inserts technology or additional capability to ulti- 
mately meet the warfighter’s final requirements. We have also emphasized that spi- 
ral development is the process to execute the Evolutionary Acquisition strategy. Spi- 
ral development is the preferred process to be used for acquisition programs except 
in those cases where it is possible to field a full capability in a very short period 
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of time. Spiral development processes work toward getting a “core capability” into 
the warfighter’s hands as quickly as possible, while continuing development during 
subsequent increments to add capability once the system is fielded. A critical part 
of the development of evolutionary acquisition strategies is the generation of ap- 
proved, time-phased capability needs matched with available technology and re- 
sources. The Air Force has codified this evolutionary acquisition approach in recent 
updates to Air Force Policy on acquisition, requirements development, and test so 
as to provide the best and most current direction available to meet user require- 
ments. Additionally, these policies address intelligence integration to ensure early, 
and continuous threat analysis that defines the immediate and future environment 
in which the system will operate. 

In order to make all of this happen, we need to ensure that programs can count 
on the funding and requirements stability to see these evolutionary acquisition 
strategies through to completion. Perturbations in funding can cause the best-made 
plans and acquisition strategies to fail because the needed resources were not avail- 
able when needed. We also need to ensure our internal requirements and acquisi- 
tion processes are consistent to facilitate critical and timely decisionmaking on all 
our programs. With your continued support, we have great confidence that we will 
continue to deliver to the warfighter what they need when they need it. 

Ms. Flavin. To get more fully operational weapons systems into the hands of the 
warfighter in a quicker and still cost effective manner, I recommend we examine 
how we have implemented spiral development. Spiral development offers significant 
benefits in both time and attention to cost issues, but only if it is operated in a high- 
ly-disciplined manner with full engagement by the government in the technical as- 
pects of the effort. Discipline is needed to establish firm, interim baselines and re- 
sist the temptation to “tinker with” or “improve” the current iteration. It also re- 
quires a strong partnership between the requiring community and the acquiring 
community so that the requirer understands and agrees with the iterative plan. 
Technical involvement by the government is crucial to success. The government 
must have the right expertise resident in-house to understand where the optimum 
breakpoints are and to ensure those breakpoints are not eroded through ignorance 
during the process. 


COMMERCIAL ITEM PURCHASE STRATEGY: C-130 PURCHASE 

5. Senator Inhofe. Secretary Dominguez, Mr. Gordon, and Ms. Flavin, as a Con- 
gress, we authorized that DOD could implement a commercial item procurement 
strategy, which is outside the regular defense procurement process. This was the 
basis of the purchase of the C-130J, though the aircraft did not meet commercial 
contract specifications or operational requirements. Now, I believe the findings in 
the upcoming mobility capability study will show that there is a need for more tac- 
tical airlift. Looking at the stress on tactical airlift since September 11, and the re- 
cent groundings and restrictions of 90 C-130 Es and Hs, I am sure it will be proven 
that there is a need for additional tactical airlift aircraft. However, we need to en- 
sure that DOD follows an authorized process in procuring them. Was the C-130J 
procured correctly? If not, what was the best way to handle the purchase of this 
new airlift requirement, one that I believe we need? 

Mr. Dominguez. The Federal Acquisition Streamlining Act (FASA) of 1994 em- 
phasized using commercial acquisition to deliver weapons systems faster and more 
cheaply. The Air Force and the Office of the Secretary of Defense (OSD) agreed that 
the C-130J was an appropriate candidate for a commercial acquisition. In Sep- 
tember 1995, OSD designated the C-130J a pilot program under provisions of 
FASA, affording the program regulatory relief, and the first C-130J 5-year option 
commercial contract was signed. However, when this large, complicated system 
began experiencing difficulty in meeting desired performance parameters in unique- 
ly-military missions, the limits of the commercial contract Became significant. In 
particular, the commercial contract precludes access to the cost and pricing data es- 
sential to restoring confidence in the program and our management of it. 

Mr. Gordon. The procurement of the C-130J and the question of the appropriate 
way to handle future procurements of tactical airlift aircraft go beyond the scope 
of my testimony, which was limited to addressing the decisions issued by the Gov- 
ernment Accountability Office resolving the bid protests related to the bias of 
Darleen Druyun, the former Air Force Principal Deputy Assistant Secretary for Ac- 
quisition. Accordingly, I do not have a view to offer on the other matters raised in 
this question. 

Ms. Flavin. I am not comfortable with continuing a commercial purchase strategy 
for the C130J. The earlier decision to use a commercial purchase strategy was made 
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during a time when the entire government was interested in exploring the limits 
of that approach. Subsequent information leads me to believe it is a flawed approach 
for the C-130J. I would recommend a normal acquisition process that allows full 
identification of technical issues, risks, and costs by both the government and the 
contractor. 


C-130J PROCUREMENT RECONSIDERATION 

6. Senator Inhofe. Secretary Dominguez, as I have stated, I believe we have been 
quite shortsighted in the cancellation of the C-130J based on my earlier comments. 
I think the Air Force and the DOD is being “penny-wise and pound-foolish,” with 
regard to this program. Secretary Teets, just prior to his retirement, testified before 
this committee and stated that there would be a review of this cancellation. Please 
give us a status on DOD’s review of the C-130J program. When will we have a deci- 
sion and what will be the basis of that decision? If we are to re-implement this pro- 
gram, how will it be funded? 

Mr. Dominiguez. Senator Inhofe, thank you for the opportunity to update you on 
the status of DOD’s review of the C-130J cancellation. The Air Force is working 
closely with DOD to determine the best course of action; meanwhile, we are con- 
tinuing to support the warfighter’s requirement with the legacy fleet of combat de- 
liver C-130Es and Hs and at least two C-130Js. The 2005 Quadrennial Defense 
Review will help refine combatant commanders’ intra-theater airlift requirements 
and the Joint Staff Intra-theater Airlift Study that U.S. Transportation Command 
recently requested, will review contributions from current aircraft as well as future, 
evolving programs. If these studies indicate acquisition of more aircraft is necessary, 
we will make programming decisions within fiscal realities. 

KC-767A tanker CONTRACT ACCOUNTABILITY REVIEW 

7. Senator Inhofe. Mr. Schmitz, in your prepared statement you very thoroughly 
discuss the KC-767A tanker program. I agree with the data you have presented — 
that the planned lease and purchase of this aircraft was not in the best interest of 
the American teixpayer. I believe it is important to point out that we have to find 
a way to recapitalize our tanker fleet. This low-density, high-demand aircraft gives 
our military global reach capability. However, the contract’s negotiation — from leas- 
ing all 100 aircraft to a mixture of leases and purchases to using the commercial 
item procurement strategy — was a very bad idea. I know this committee has re- 
quested your office conduct an accountability review. From your statement, I under- 
stand that this review will be issued in a report by April 20, 2005. Specifically, we 
should expect this report to include: 1) what happened, 2) who was accountable, and 
3) how do we prevent this situation from happening again. Looking long term, I be- 
lieve the most beneficial part of this report will be the prevention of such occur- 
rences in the future. I would gather that being 2 weeks out, you have pretty much 
completed your investigation and have arrived at your findings, with only the report 
writing still in work. Preliminarily, how can we prevent a similar situation in the 
future? 

Mr. Schmitz. Our “Management Accountability Review of the Boeing KC-767A 
Tanker Program” was issued on May 13, 2005. Copies of the report have been pro- 
vided to the Senate Armed Services Committee. Attached for the record is Part III 
of the report, “What Actions Must Be Taken to Preview a Situation Like the Tanker 
Lease From Happening Again?” 

The information follows: 
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Part III - What Actions Must Be Taken to 

Prevent a Situation Like the Tanker 
Lease From Happening Again? 

Cultural Change 


The Office of Management and Budget circulars, the Federal Acquisition 
Regulation, and the DoD 5000 series of guidance establish a system of 
management controls over the acquisition of weapon systems for the Department. 
The system, when properly implemented and followed, should place needed 
capabilities in the hands of the warfighter while appropriately mitigating the level 
of risk associated with properly performing the actual functions expected of the 
weapon system. Also, the 5000 series establishes a system of management 
controls to maintain proper financial control of the program to protect the interests 
of both the warfighter and the taxpayer when contemplating different weapons 
acquisition strategies to include leasing as a financing option. The system of 
management internal controls were either not in place or not effective because the 
existing acquisition procedures were not followed in the proposed lease of the 
Boeing KC-767A tanker aircraft. The Department of Defense must change the 
cultural environment in its acquisition community to ensure that the proper 
control environment is reestablished and followed for major weapon-system 
acquisitions. 


In addition, as part of the cultural change, the senior leadership of the Department 
must not tolerate situations where senior officials use their positions to have 
contractors put pressure on other senior officials to have them change their stance 
relative to a particular situation. For example, on June 20, 2003, Mr. Kenneth J. 
Kriefi 



According to^BI^^^H^^pin an e-mail, Ur. Koche 
subsequently requested, in a meetin^wun^^^otnune 23, 2003, that Boeing put 
pressure on Mr. Wynne to have Mr. Krieg change his position on the Boeing 
KC-767A tanker aircraft lease. 


Regulatory Options 


Even though Department of Defense Instruction 5000.2, “Operation of the 
Defense Acquisition System,” May 12, 2003, requires an analysis of alternatives 
at major milestone decision points for major defense acquisition programs, the 
Office of the Secretary of Defense and the Department of the Air Force did not 
comply with the requirement because of guidance from Mr. Aldridge to 
Dr. Sambur that the requirements of DoD Directive 5000.1 did not need to be 
implemented for the Boeing KC-767A tanker aircraft lease. Therefore, the 
Secretary should reemphasize the requirement to conduct an analysis of 
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alternatives for all major Defense acquisition programs and major systems before 
major milestone decision points. 

Further, the Deputy Secretary of Defense should require the Under Secretary of 
Defense for Acquisition, Technology, and Logistics; the Assistant Secretary of 
Defense for Networks and Information Integration; and the Director, Operational 
Test and Evaluation to revise Department of Defense Instruction 5000.2 to specify 
the procedures the Under Secretary of Defense for Acquisition, Technology, and 
Logistics; and the Department of Defense Component Acquisition Executives 
must follow when leasing a major Defense acquisition program or a major 
system. Specifically, the guidance should emphasize that leasing is a method for 
financing the acquisition of a program and that the program should be treated the 
same as any acquisition program of like cost. Further, the guidance should 
require, at a minimum, that the acquiring Military Department prepare an analysis 
of alternatives for the lease and that the decision to enter into a contract to lease a 
major Defense acquisition program or a major system must be subject to the 
results of a Defense Acquisition Board or a System Acquisition Review Council 
review, as applicable. 

Assessment Recommendations 

The Secretary of Defense should instruct his staff to monitor implementation of 
the recommendations that the Defense Acquisition University made in its 
September 3, 2004, report in response to tasking memorandum, “Lessons Learned 
from the Independent Assessments of Proposed 767 Tanker Lease Buy," that the 
Acting Under Secretary of Defense for Acquisition, Technology, and Logistics 
issued on May 25, 2004. 

Using the results of reviews of the Boeing KC-767A Tanker Program by the 
Defense Science Board, the Industrial College of the Armed Forces, and the 
Department of Defense Office of the Inspector General, the Defense Acquisition 
University concluded that policy for commercial item acquisitions and the leasing 
process needed clarification. Specific recommendations included several 
proposed policy changes in the areas of Acquisition Management and Oversight, 
Commercial Item Policy and Leasing Policy. The Under Secretary of Defense for 
Acquisition, Technology, and Logistics adopted all of the proposed 
recommendations and is in the process of implementation. The most significant 
of the proposed recommendations were that the Under Secretary of Defense for 
Acquisition, Technology, and Logistics: 

• Follow DoD Instruction 5000.2 oversight, review, and decision 
processes - Cancel Leasing Review Panel; 

• Change the Federal Acquisition Regulation and the Defense Federal 
Acquisition Regulation Supplement to clarify the authority of the 
contracting officer to obtain all necessary cost information needed to 
determine prices are fair and reasonable in commercial item 
acquisitions; 
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• Develop specific guidance for analyzing whether a significant military 
unique mc^ification effects a commercial item determination and for 
determining a fair and reasonable price for the modified item; 

• Rewrite the Commercial Item Handbook to incorporate recent changes 
resulting from legislation and best practices; and 

• Evolve the Department’s existing body of knowledge for the 
management of major systems to include systems acquired using 
Federal Acquisition Regulation Part 12. 
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FA-22 

8. Senator Inhofe. Secretary Dominguez, this budget calls for drastically cutting 
the number of F/A-22 aircraft. After the initial operational testing and evaluation 
that was conducted recently, the evaluators’ report stated that the aircraft was 
“overwhelmingly effective” and that the weapon system further “dominated all ad- 
versaries, air and surface.” Because of this cut, we will now have to rely longer on 
the older airframes and capabilities of the F-15 and F-16, some of which are ap- 
proaching 30 years, to meet our mission requirements. Even with the Joint Strike 
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Fighter in the pipeline, we determined that both weapons platforms were needed 
in sufficient numbers to meet the future threat. If we want to upgrade the F-15s 
and F-16s to approach the capability of the F/A-22 we will then have aircraft that 
cost about as much as the F/A-22 without the full capability. The next F/A-22 will 
cost about $197 million, as I understand, now that the initial development costs 
have been paid for. Given your best judgment, please comment on whether the Air 
Force can guarantee air supremacy for the next 30 years without a sufficient num- 
ber of F/A-22s? 

Mr. Dominiguez. The proliferation of modern, “double-digit” surface-to-air mis- 
siles ought to be of significant concern to us all, as they will threaten the air domi- 
nance we have enjoyed for 50 years. Without sufficient numbers of F/A-22s, the 
joint force will incur increased operational risk, attrition, and time to gain/maintain 
air and surface dominance. Additionally, the Joint Force Commander’s ability to 
“seize the initiative” and gain access to the battlespace for joint forces will be criti- 
cally jeopardized in the future. The department’s ongoing Quadrennial Defense Re- 
view analysis on joint air dominance capabilities will re-assess future tactical air- 
craft force structure risks and requirements. I am confident we’ll make the case for 
continuing production of F/A-22s beyond fiscal year 2008. 


ACQUISITION PKOCESS CORRECTIVE ACTIONS 

9. Senator Inhofe. Secretary Dominguez, the various statements submitted by 
this panel to the committee all mention Ms. Darleen Druyun and variously discuss 
the severe impact of her actions on the Air Force acquisitions process. I am sure 
we all agree that her dearth of personal integrity and professional ethics will unfor- 
tunately cast a long and dark shadow over this process for years to come. In your 
statement, you say, “We realized it had been a mistake for a single person to deter- 
mine the acquisition strategy, wield the source selection for major contracts, and 
conduct the management and oversight of contract executions.” As you look to cor- 
rect this situation, what actions will you be taking, and what kind of oversight will 
be in place to ensure that these newly enacted measures will prevent such an occur- 
rence in the future? 

Mr. Dominguez. Actions already taken include the Air Force restructuring the 
contracting and program management decision authority accrued to Ms. Druyun’s 
previous position, moving key decisions appropriately up to the Service Acquisition 
Executive (SAE) level while at the same time disseminating execution authority out 
to field organizations. The Program Executive Officers (PEO) for all aircraft, weap- 
ons, and command and control program have been moved to field product centers, 
allowing for program oversight by the SAE (centralized control) with execution ac- 
complished by the field organizations (decentralized execution). To facilitate over- 
sight, PEOs submit monthly reviews on each Acquisition Category (ACAT) program 
depicting a number of program parameters that describe program health. There are 
also bi-annual reviews of key programs with the major command commanders. 

In addition, we have reviewed the draft Defense Science Board’s recommendations 
and are already implementing several of their recommendations. Completed actions 
include placing additional emphasis on acquisition integrity and directing ethics 
training of all members of the acquisition corps. We also plan to incorporate an 
“Ombudsman” for all acquisitions so offerors have another avenue to voice any con- 
cerns. We are revising our source selection procedures so that the Source Selection 
Evaluation Teams will always provide the Source Selection Authority (SSA) with a 
written source selection recommendation. Previously, this was an option at the dis- 
cretion of the SSA. We are also removing the ability of the SSA to be the contract 
clearance authority and will be placing that role with an independent party separate 
from the source selection team. As we receive additional information from the var- 
ious reviews, we will continue to analyze the recommendations and incorporate 
those ideas tbat will improve our acquisition system. 

10. Senator Inhofe. Secretary Dominguez, is there any estimate of the potential 
costs or a cost range that the U.S. Government will incur as a result of the illegal 
actions of Ms. Druyun as we look at the companies that were not given a fair oppor- 
tunity to compete for contracts? 

Mr. Dominguez. The Air Force presently does not have an estimate of the total 
costs the government will incur as a result of Ms. Druyun’s admitted bias. 

[Whereupon, at 4:15 p.m., the subcommittee adjourned.] 
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